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THE TAFT-HARTLEY ACT 
SUMMARY 

L Basic American labor conditions and distinctive characteristics of 
American trade unions, 1. — II. Efforts of the government to protect the right 
to organize and some of their unintended results, 6. — III. Provisions of the 
Taft-Hartley Act, 8. — IV. Areas where the law has not brought about 
important changes, 12. — V. Areas where the law has produced important 
changes, 21. — VI. Good features of the law, 20. — VII. Provisions of the law 
which deal with the “right” problems, but which are poorly worked out, 23. — 
VIII. Bad provisions in the law, 28. — IX. Basic characteristics of a good 
law, 29, 

The Taft-Hartley Act will soon be replaced by another law. It 
is therefore especially worthwhile to examine the brief experience 
under it. What is to be learned from this experience? What are the 
merits and weaknesses of the Act? Which provisions should be kept, 
which modified, which discarded? What problems dealt with by this 
Act must be dealt with also by any successor law? 


The Taft-Hartley Act, like the Wagner Act before it, attempted 
to modify habits of behavior which have been deeply rooted in the 
American community. In order to understand the law and the prob- 
lems of drafting a successor act, one needs to understand certain 
characteristic American labor conditions. Five of these conditions 
are particularly important: 

1. The reluctance of American workers to become union members. 
This has been one aspect of American individualism. It has been 
reinforced by the rapid growth of population and the rapid expansion 
of industrial employment (as much as one-third in a decade during a 
good part of the nineteenth century) which gave individual workers 
a good chance to advance. Even as late as 1930, less than twenty 
per cent of the industrial workers were union members. The growth 
of trade unions has been largely concentrated in a few periods — such 

1 
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as 1886, 1897-1904:, 1916-1920, and 1933 to date — when conditions 
were unusually favorable. 

2. The fierce opposition of American employers to trade unions. 
The same individualism which has made the American worker hard 
to organize has led employers to oppose unions with great vigor. 
Discharge of men for union activity has often been routine business 
management, and the use of spies and undercover men in unions has 
been far from unusual. Only those unions survived which defeated 
the attempts of employers to destroy them. 

3. The frequent failure of American workers to maintain a united 
front during strikes. In America it has been common for some men 
to refuse to strike, for some to dribble back to work before a settle- 
ment had been made, and for some to be strike breakers. This lack 
of solidarity, another facet of the community’s individualism, is also 
pronounced among employers. When a strong union strikes against a 
group of enterprises, individual employers have usually been willing 
to make settlements without consulting the group. 

4. The reluctance of workers to pay union dues after their 
immediate demands have been met. The “free rider” is a well-known 
problem of the American union. 

6. The reluctance of workers to participate in the day-to-day 
affairs of the union and to take an interest in its ordinary business. 
The members expect the officers to run the union and do not wish to 
be bothered by union affairs. They are reluctant to attend meetings. 
A well-established union in a recent election of national officers had 
only forty per cent of the members voting, although there were con- 
tests for the presidency and for other important offices. The alleged 
lack of democracy in American unions has long been a favorite 
criticism of Socialists and left-wingers. As a matter of fact, the 
members usually get the kind of unions they desire. 

These underlying conditions left their mark on American trade 
unions — on the structure of the trade union movement, on the way 
in which unions conduct their business, and on the methods and 
policies which they pursue. Of these characteristics of American 
trade unions, the following are of particular interest to us: 

I. The dominant position of the national unions in the movement. 
In the beginning, of course, the trade union movement was a “grass 
roots” affair. The indifference of many workers to organization and 
the strong opposition of employers, however, gradually caused organ- 
izing at the grass roots level to diminish in importance, and led 
independent locals to join national unions. Nearly aU of the union 
members in the United States belong to large or fairly large national 
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unions. At present there are about 200 such unions. Britain, by con- 
trast, has many small, independent local or regional unions. With 
, only about half as many union members as the United States, there 
are in Britain nearly 1000 independent unions, of which about 750 
have less than 2500 members each. 

2. The donainance of professional officers, especially national 
officers. This is in large part a result of the desire of the rank and hie 
not to be bothered about union affairs. The presidents of American 
trade unions do not have as much authority as presidents of corpora- 
tions, but their authority is great and has been increasing. An exam- 
ination df the constitutions of 88 A.F. of L. unions and of 36 C.I.O. 
unions gives the following results: In 36 A.F. of L. national unions 
and one C.I.O. rmion, the appointment of national representatives 
or organizers of the imion is the exclusive responsibility of the presi- 
dent; in eight A.F. of L. unions the president may remove any 
national officer, and there is no appeal from his decision; in thirteen 
A.F. of L. unions he may suspend and revoke charters without appeal; 
in twelve A.F. of L. unions and three C.I.O. unions, he may discipline 
and replace local officers without appeal. In other cases, the presi- 
dent may appoint national representatives, suspend or revoke local 
charters, and discipline or supplant local officers, with the approval 
of the executive board. In still other unions these decisions are left 
to the national executive board, sometimes with right of appeal to 
the union convention but often without appeal.* In a few unions, 
contests for national office are usual, but these unions are the excep- 
tion. In a study of 764 elections to national office in seven unions 
between 1910 and 1941, Professor Taft found that in 634 elections 
there was only one candidate.* Unions quite typically assert broad> 
authority to discipline their members. Among 81 unions. Professor 
Taft found discipline authorized for the following offences: “slander- 
ing an officer,” 29 unions; “creating dissension,” 15 unions; “undeiv 
mining the union or working against its interest,” 20 unions; “action 
that is dishonorable or which might injure the labor movement,” 
25 unions; “circulating written material dealing with union business 
without permission of the general executive board,” 21 unions.* The 

1. See Sliditer, S. H., Challenge of Industrial Relations, pp. 108-109, and 
181-189; and Philip Taft, “The Constitutional Power of the Chief Officer in 
Aiuerioan Trade Unions,” this Journal, May 1948, pp. 459-471. 

2. Philip Taft, “Opposition to Union Officers in Eleotions,” this Journal, 
February 1944, pp. 246-264. 

3. Philip Taft, “Judicial Procedure in Labor Unions,” this Journal, May 
1945, pp. 370-385. These vague offences were created to help unions protect 
themselves from employer agents. This is one of the many ways in which the 
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reluctance of the rank and file to participate in union affairs and the 
dominance of the officers have been convenient in some cases for 
Communists or racketeers who wished to control unions. On the 
other hand, the dominance of professional officers has not meant that 
these men typically lacked support of the rank and file, 

3. The absence of class feeling and the lack of strong concern on 
the part of national unions for the interests of the wage earning class 
as a whole. Not only have employees and employers in America 
been individualistic, but so also have the national unions. Each has 
been jealous of its own independence, and unwilling to accept much 
guidance or restraint from federations, such as the A.F. of L., which 
seek to represent trade unions as a whole. 

4. Development by the trade xmion movement of the principle 
of exclusive jurisdiction. This principle means that there may be 
only one legitimate trade union in a given area — an occupation or an 
industry. It also means that the trade union movement asserts the 
right to determine which union is the legitimate one — that is, 
which union employees shall join. The preferences of the men do not 
count. Obviously, such a principle could not prevail where the trade 
union movement was a grass roots affair. It fits a community, such 
as the United States, where the professional union officers are dom- 
inant. In Britain, where the influence of the rank and file is strong, 
the trade unions operate on a principle quite the opposite of the 
principle of exclusive jurisdiction — for in Britain no union has the 
exclusive right to organize any occupation or industry.^ 

employers’ opposition to unions has made for centralization of authority in the 
hands of the national union. 

4. The British Trades Union Cbngress does not, however, concede to the 
rank and file the full right to determine what union they will join. In 1939, the 
Bridlington Trades Union Congress, in order to control competition of unions for 
members, revised the “Main Principles” of “good trade union practice” adopted 
by the Hull Congress in 1924. The revision included the recommendations that 
aU unions shall: 

(i) Consider the possibility of joint working agreements with unions 
with whom they are in frequent contact. . . 

(ii) Not accept a member of another union without inquiry. 

(iii) Adopt the Inquiry Form provided by the General Council in the 
case of all inquiries under (ii) above, ... 

(iv) Not accept a member of another union where inquiry shows that the 
member is (a) under discipline; (b) engaged in a trade dispute; 
(c) in arrears with contributions. 

(v) Not commence organizing activities at any establishment or under- 
ta^g in respect of any grade or grades of workers in which another 
union has the majority of workers employed and negotiates wages 
and conditions, unless by arrangement with that union. 



THE TAFT-HABTLEY ACT 


5 


The principle of exclusive jurisdiction has not prevented serious 
conflicts between unions about jurisdiction over men, for, as I have 
pointed out, American individualism has produced self-assertive 
unions which do not readily concede the claims of rival unions or 
accept the decisions of federations, such as the A.F. of L. Nevertheless, 
until the rise of the C.I.O., the principle of exclusive jurisdiction was 
fairly effective in preventing the rise of dual unionism in the United 
States. This is indicated by the fact that only 13 out of 52 unions 
founded by secession between 1852 and 1933 survived as independent 
unions. Twenty-three rejoined the parent union, 10 joined other 
unions, and 6 expired. 

5. The use of short-cut methods of organizing. American unions 
have not always considered it necessary to get the consent of employ- 
ees before signing an agreement on their behalf with their employer. 
Strong unions may approach the employer directly and ask him to 
sign a union-shop agreement for unorganized employees under threat 
of a boycott or strike. Then the union approaches the men and signs 
them up. In a community in which employees were easier to organ- 
ize and took greater interest in union affairs, such organizing methods 
would not be tolerated by the workers themselves — nor would they 
be necessary. 

6. The use of strikes and boycotts as methods by one union to 
fight another over members and over jobs, and the willingness of one 
union to “raid” another. Raids by one union on another do not 
mean that the principle of exclusive jurisdiction is not accepted — 
they mean simply that unions have their own ideas about proper 
boundary lines and are quite ready to enforce their claims by economic 
means. In a trade union movement in which either the rank and file 
or the federations had more influence, interunion warfare would rarely 
be carried to the point of strikes or boycotts. 

7. Reliance upon the closed shop or the union shop. Both the 
closed shop and the union shop are distinctive American institutions. 
Occasional use of them is found in other countries, but they are not 
prevalent except in the United States and Canada. The closed shop 
and the union shop are devices partly to deal with the problem of the 
“free rider,” partly to prevent employers from disrupting unions, 
partly to protect unions from raids, and partly to make internal 
union discipline more effective. 

The attitude toward joining a union is somewhat different in Britain from 
that in the United States. Here unions put strong pressure upon people to 
join. There one makes formal application for membership. 
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II 

American labor conditions, and particularly the difficulties of 
organizing workers, led eventually to the demand by unions that the 
government protect the right to organize. The first laws prohibiting 
employers from discharging men because of membership in unions 
were held to be unconstitutional. The War Labor Board during the 
First World War gave temporary protection to the right to organize, 
but the Board's principles and decisions were not legally binding. 
The Railway Labor Act of 192Q protected the right to organize, but 
only within the railvray industry. With the National Industrial 
Recovery Act of 1933 and especially the Wagner Act of 1935, hovrever, 
the government embarked upon the general policy of encouraging 
organization. The effect of these acts was far reaching and, in 
important respects, unintended. 

The basic principle of Section 7a of the National Industrial 
Recovery Act, and of the Wagner Act, was that workers are entitled 
to be represented by bargaining agents of their own choosing. This 
was a radical departure from well-established American trade union 
principle and practice — because unions had never conceded that 
unorganized workers were entitled to join any union which they saw 
fit.* Section 7a of the National Industrial Recovery Act and the 
Wagner Act were not intended to undermine the principle of exclusive 
jurisdiction, but that is precisely what they did. Each Act gave to 
the employees in the bargaining unit, rather than to the trade union 
movement, the right to determine what union, if any, should repre- 
sent the workers. 

Government protection of the right to organize caused a tempor- 
ary revival of grass roots organizing activity. In. the years 1933 and 
1934, when the National Industrial Recovery Act was in operation, 
18 new national unions were formed. Eleven of these were dual 
unions in the sense that they covered areas of employment already 
claimed by existing unions. In the two years 1936 and 1937, shortly 
after the pass£^e of the Wagner Act, 26 new national imions were 
formed — nine of them by secession from existing unions. No one of 
these nine has rejoined the parent union. When men became rela- 
tively easy to organize, the jurisdictional claims of established unions 
were widely challenged; the American Federation of Labor^ com- 

5. The National Industrial Recovery Act and the Wagner Act even gave 
bro£der fireedom of choice to the rank and file than does the practice of the 
British Trade TJnion Congress. Although the British practice concedes the 
right of unorganized workers to join the union of their choice, it does not concede 
full freedom of one union to organize groups of workers within which a second 
union has members. 
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mitted to d^ending these claims, was split; and the challenging 
imions, together with others which had grown up independently, 
formed the Congress of Industrial Organizations. 

The encouragement of oi^anization by the government increased 
competition between unions for members, and this competition 
encouraged hi^-pressufe organizing methods. Some employers 
were confronted with strikes and boycotts designed to compel them 
to violate the law by ceasing to deal with the certified union and 
dealing instead with another union which claimed jurisdiction. 
Inter-union rivalry increased the interest of unions in the closed shop 
and the union shop as devices to prevent raids by rival organizations. 
Interest in the closed or union shop was also stimulated by the rapid 
influx of new members who were not used to paying dues. During 
the Second World War the War Labor Board, unwilling to grant the 
demands for the closed or the union shop, developed the mainten- 
ance-of-membership clause. This clause required workers who joined 
the union to keep in good standing during the life of the contract. 

The Second World War delayed the emergence of problems 
created by the rise of unions, but when the fighting stopped, the 
country suddenly found itself confronted with new and formidable 
labor problems. Trade union membership had increased about five- 
fold between 1933 and 1945 and about two-fold between 1940 and 
1945. About one-third of the members were concentrated in six 
large unions — the Teamsters, the Automobile Workers, the Steel 
Workers, the Carpenters, the Machinists, and the Miners. About 
seven million jobs were covered by closed-shop or union-shop contracts 
(about three times the entire A.F. of L. membership in 1933), and 
four million more were covered by maintenance-of-membership clauses. 
This meant that large areas of American industry were open only to 
union members or to persons whom the unions were willing to admit, 
and that in these areas loss of good standing in the union meant loss 
of one’s job. The most powerful unions are able to cut off the com- 
munity from essential materials, such as coal or steel, or to shut down 
the ports of the country, or to deprive cities of essential transporta- 
tion. In 1946 the time lost by strikes reached an all-time high — 113 
million man-days, or three times hi^er than in the previous year or 
in 1937, the two worst years up to that time. On four occasions dur- 
ing the year, nation-wide strikes deprived the country of essential 
commodities and services, and threatened it with disaster. In 
February and March, 1946, the steel industry was shut down for 
four weeks; in April, the country was cut off from virtually all 
applies of bituminous coal; in May, the rs^oads were i^ut down for 
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nearly two days; and in November, 1946, the bituminous coal 
industry was again shut down. 


Ill 

Against this background the Taft-Hartley Act was passed. It 
is a long law, covering twenty-nine pages of eight-point type; and an 
ambitious one. It must be regarded as an attempt to provide a com- 
prehensive code to cover the multitude of issues and problems pro- 
duced, on the one hand, by the traditional hostility of American 
employers to unions and, on the other hand, by the rapid growth 
and great power of unions and by the recent break-down of some 
well-established institutions of the trade union movement. Most 
of the provisions of the law may conveniently be summarized as 
dealing with five basic subjects: 

1. Relations between unions and individual workers. 

2. ” ” unions and unions. 

3. ” unions and employers. 

4. ” ’’ unions and the community as a whole. 

5. Administrative arrangements for enforcing the labor policy 
of the community. 

Some provisions of the Act fall under more than one of these 
headings, and different persons would make different classifications of 
the several parts of the law. The following is an incomplete summary 
of its most important provisions. 

1. Relations between unions and individual workers. These 
, provisions fall under six principal heads: 

(a) The Act specifically recognizes the right not to organize and 
the right not to strike, as well as the right to organize and to strike; 
and imdertakes to protect all of these rights from interference by 
either employers, unions or the agents of unions. This means that 
coercive activities by either unions or employers in connection with 
organizing activities, strikes, or lockouts are made unfair labor 
practices. 

(b) The Act, like the Wagner Act, recognizes the right of 
employees to choose their bargaining agent; and attempts to protect 
this right from interference by employers or unions. 

(c) The Act attempts to protect the freedom of workers to 
enter any occupation or industry by forbidding the closed shop, and 
by permitting the union shop only when approved by a majority of 
the workers in the intended bargaining unit. 

(d) The Act contains a number of provisions designed to make 
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elections more representative. Some of the provisions merely con- 
vert into statutory form practices of the National Labor Eelations 
Board in its later years. Others require changes in practice. The 
Act directs that professional employees shall not be put in the same 
bargaining unit as non-professional employees unless such inclusion 
has been voted by a majority of such professional employees. It 
denies the right to vote to “economic” strikers who are not entitled 
to reinstatement. It provides that the ballot in run-off elections 
shall be limited to the top choice and the runner-up on the first vote — 
thereby assuring (contrary to Board practice) that the choice of “no 
union” appear on the run-off ballot in the event that “no union” 
was the first or second choice in the inconclusive election. 

(e) The Act attempts to protect the right to join a union by 
forbidding employers from discriminating, in hiring, against employ- 
ees who are denied membership in a union on the same terms generally 
available to other members.® It also forbids unions which have union- 
shop contracts to cause employers to discriminate against employees 
who have been denied membership (except for failure to tender the 
regular initiation fees and dues), or to collect initiation fees which the 
National Labor Relations Board “finds excessive or discriminatory 
under all the circumstances”. 

(f) The Act attempts to protect the right to remain in a union, 
by forbidding employers who have negotiated union-shop contracts 
to discharge employees because of loss of good standing in a union 
(except for failure to pay regular union dues), and by forbidding 
unions to cause employers to discriminate against employees who have 
lost their membership for some reason other than failure to pay the 
regular dues. 

(g) The Act forbids the National Labor Relations Board to 
consider representation or unfair labor practice cases which originate 
with unions that do not provide their members with certain financial 
reports. 

2. Relations between unions and unions. The Act attempts to 
deal with conflicts between unions over either jobs or members. 
It makes it an unfair labor practice for a union to use the strike or 
boycott (1) to require an employer to assign particular work to 
employees in a particular labor organization or in a particular trade, 

6. Section S (a) (3), while permitting employers to enter into union shop 
contracts under certain conditions, states that “no employer shall justify any 
discrimination sgainst an employee for non-membership in a labor organization 
(A) if he has reasonable grounds for believing that such membership was not 
available to the employee on the same terms and conditions generally applicable 
to other members. . 
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craft, or class, unless the employer has failed to conform to an order 
of the Board determining, the bargaining representative for the 
employees doing such work, or (2) to compel an employer to recognize 
the union as a bargaining organization when another union has been 
certified. Refusal to manufacture, transport, or handle goods, for 
the purpose of forcing an employer or another person not to handle 
the products of any other producer, is made an unfair labor practice, 
and also a basis for the recovery of damages by injured parties. 
This provision forbids strikes or boycotts against one employer for 
the purpose of controlling the union affiliation of the employees of 
another. 

3. Relations between unions and employers. Some of the provi- 
sions of the Act which pertain to relations between unions and 
individuals or between unions and unions also constitute important 
regulations of relations between unions and employers. In addition, 
some of the other regulations of relations between unions and employ- 
ers are: 

(a) The exclusion of supervisors from the protection of the Act. 

(b) The broadening of the right of employers to express them- 
selves about unions and of unions to express themselves about 
employers, provided the statements contain no threat of reprisal or 
promise of benefits. Many people have assumed that this change was 
simply in the interest of employers, but it may limit the effect of 
some sections of the Act upon the activities of pickets. 

(c) The authorizing of employers to ask for an election to deter- 
mine whether a union which seeks bargaining rights represents the 
employees. 

(d) The imposing upon unions as well as employers of the obli- 
gation to bargain in good faith, provided the union is the certified 
representative of the employees. 

(e) Provisions making it an unfair labor practice for a union to 
cause or seek to cause an employer to pay for services which are not 
performed, or are not to be performed. 

(f) Restrictions on financial contributions by employers to 
representatives of their employees. There are exceptions to the 
general prohibition. For example, check-off of union dues is permitted 
on written assignment of the employee and so also are contributions 
to health and welfare funds, provided the contributions are held in 
trust for the payment of specified types of benefits to employees, and 
provided employers and employees are equally represented in the 
administration of the trust fund, with an impartial umpire to decide 
disputes. 
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(g) Provisions authorizing suits in the federal courts for the 
violation of contracts between an employer and a labor organization 
without respect to the amount in controversy or the citizenship of 
the parties. 

(h) Provisions modifying the usual rule of agency, by providing 
that any determination of responsibility of one person for the acts of 
another, shall not be controlled by thes question of actual authoriza- 
tion or subsequent ratification. The Norris-LaGuardia Act went to 
the other extreme, by making unions and their officers inunune from 
the illegal acts of their members and officials “except upon clear proof 
of actual participation in, or actual authorization of, such acts, or of 
ratification of such acts after actual knowledge thereof.” 

4. Relations between unions and the public. In three principal 
respects the law deals with certain public interests in the activities of 
unions. It endeavors to discourage Communist leadership in unions 
by prohibiting the National Labor Relations Board from handling 
representation cases or unfair labor practice cases originating with a 
union unless each officer has sworn that he is not a member of the 
Communist Party or affiliated with it, and is not a member or sup- 
porter of any organization that believes in or teaches the overthrow 
of the government by illegal measures. The Act attempts to deal 
with the problem of political expenditures by unions, through extend- 
ing the Federal Corrupt Practices Act of 1926 to apply to trade unions 
as well as to corporations. Finally, the Act provides arrangements by 
which the government may deal with strikes or lockouts which 
threaten to imperil the public health or public safety. Strangely 
enough, until the Act was passed, the President had no authority to 
deal with such emergencies, except temporary authority given by 
war-time legidation, and special authority given by the Railway 
Labor Act. 

6. Adndnislrative arrangements. The most important adminis- 
trative change is the separation of the investigating and prosecuting 
functions of the National Labor Relations Board from its judiciary 
functions. This is accomplished by making the general counsd an 
appointee of the President instead of the Board, placing the regional 
offices of the Board under his direction, and Tnaking him responsible 
for investigations and prosecutions. Other administrative changes 
include the requirement that the proceedings of the Board and its 
agents shall be guided, in so far as practicable, by the rules of evi- 
dence followed by the federal courts in civil cases, and the provision 
of slightly broader powers for the courts to review appeals from the 
Board. Of considerable importance is the authority given the 
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general counsel to seek injunctions in some cases of apparent unfair 
labor practices, and the requirement that he seek injunctions in other 
types of cases — those in which a secondary boycott has been 
organized. 


IV 

What have been the results of the Act? The law has operated 
only in a period of high employment — hence the experience under it 
has limited significance. Certain principal facts, however, stand out. 
The results may be conveniently reviewed under two main headings: 
(1) areas where the law has not brought about important changes or 
where the changes have been temporary only, and (2) areas where 
the law seems to have produced important changes. Let us first con- 
sider where the Act has had little effect, or only temporary effects. 

1. The Act has had little effect upon trade union membership. 
Between 1937 and 1945, membership more than doubled. Hence, 
a slowing up was expected. This began in 1945. The slow rise which 
has been going on smce 1945 continued after the passage of the Taft- 
Hartley Act. In the fall of 1948, trade union membership in the 
United States was approximately 15,070,000, in comparison with 
14,841,000 in the faU of 1947.’ 

The Taft-Hartley Act interfered temporarily with the organizing 


7. These estimates are derived as follows: 



1947 

1948 

AJF.ofL 

C.I.0 

Independent unions 

7,578,000 

6,000,000 

1,836,000 

7.220.000 
6,000,000 

2.460.000 

Less Canadian members 

15,414,000 
673,000 

15,670,000 

600,000 


14,841,000 

16,070,000 


The figures for 1947 are the estimates of the U. S. Bureau of Labor Statistics 
in Release LS-4^1865. The figures for the A.F. of L. in 1947 and 1948 are based 
upon the number of members on whom the affiliated unions paid a per capita tax. 
The actual membership may have been sli^tly larger. The drop in the member- 
ship of the A.F. of L. between 1947 and 1948 is entirely the result of the with- 
drawal of the United Mine Workers on December 12, 1947. In 1947, the United 
Mine Workers paid a per capita tax on 600,000 members. The withdrawal of the 
United Mine Workers also accounts for most of the increase in the membership 
of independent unions. In both 1947 and 1948, the C.I.O. has claimed 6,000,000 
membOT, but it makes no detailed report of membership. 

The deduction for members in Canada is an estimate of membership in 
Canada of mteGcnational unions whose headquartem and principal activities are 
in the United States. According to the Thirty-Sixth Annual Report on the Labor 
Organizations in Canada, published by the Canadian Department of Labor, 
673,258 Canadian workers were members of ‘"internationar^ unions in 1946. 
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activities of unions because it compelled the national representatives 
to devote much time for several months to union-shop elections. Not 
all of this time and effort, however, was lost from the union point of 
view, because the union-shop campaigns helped unions to sign up 
new members and to bring delinquent members up to date on their 
dues. Some union leaders blame the Act for the disappointing results 
of the southern organizing drive. The unions might wisely have post- 
poned the drive until after the union-shop elections had been held, 
and after the public relations of unions had had an opportunity to 
recover from the unfavorable effects of the great strikes of 1946. The 
Act can hardly be blamed for the disappointing results of a drive 
which was poorly timed and which was conducted with inadequate 
personnel. 

Is the fact that the Taft-Hartley Act had no observable effect 
upon trade union membership attributable to the strong sellers' 
market for labor which has existed since its passage? I think not. 
There is no reason to expect it appreciably to limit the ability of 
unions to gain members, even in a buyers' market. It contains the 
same protections against discrimination and economic coercion by 
employers which are found in the Wagner Act. It does outlaw short- 
cut organizing methods (such as attempts to force men to join by 
refusing to handle their products or to service the plants where they 
work), but these methods have never accounted for a large part of 
the gains in union membership. The Act gives employers more free- 
dom to talk against unions, but this is a result difficult to criticize. 
Union leaders have usually expressed themselves quite frankly about 
employers. 

2. The Act temporarily interfered with the attempts of unions 
to win recognition through representation elections, but this effect 
appears to have been the result of special conditions. Some unions 
could not decide immediately whether to qualify under the Act. 
Furthermore, there was delay in ascertaining what unions needed 
to do in order to qualify. Finally, the personnel of unions and of 
the National Labor Relations Board was busy for months with 
union-shop elections. For these reasons representation elections 
dropped by more than half in the year ending June 30, 1948, as com- 
pared with the preceding year, and petitions for such elections 
dropped by almost as much.® This was the first drop since 1940 in 

8. In the year ending June 30, 1947, 10,677 petitions for representation 
elections were filed, and 6,920 elections were held; in the year ending June 30, 
1948, 6,679 petitions for elections were filed, and 3,211 were held. 

Fears have been e3q)ressed that employers could get elections postponed 
indefinitely by trumping up unfair labor practice charges against unions , thus 
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the number of petitions filed, and the first drop since 1943 in 
the number of elections held. As the year advanced, the number of 
petitions and elections rapidly increased. In the last quarter of the 
year ending June 30, 1948, there were 2,483 petitions for representa- 
tion elections (virtually the rate of 1947), and 1,261 elections were 
held. 

3. The Act has not affected the percentage of elections lost by 
unions. This percentage (27.3 for the period August 22, 1947 to 
June 30, 1948) was the highest since 1936, but the Act has had nothing 
to do with this figure. There are cycles in the public relations of 
unions. For example, the proportion of elections lost was at an all- 
time low in 1937, when it was only 5.7 per cent. It rose gradually to 
23.1 per cent in 1939, dropped slowly to 13.7 per cent in 1942, and has 
been rising ever since. There are similar cycles in the percentage of 
votes against unions — except that the anti-union peak (24.2 per 
cent) occurred in the year ending June 30, 1946, undoubtedly reflect- 
ing the great strikes of that year. In the year ending June 30, 1948, 
the percentage of votes against unions had dropped to 23.1. 

4. The Act caused a temporary drop in the number of unfair 
labor practice cases filed against employers. Between August 22, 
1947, and June 30, 1948, the number was 2,648 in comparison with 
4,232 in the previous fiscal year and 3,816 in 1945^6. The drop was 
due partly to the fact that some unions had not complied with the 
law, and partly to the preoccupation of unions with union-shop 
elections. In the six months ending October 31, 1948, 1,694 com- 
plaints were filed against employers. This was almo^ at the 1945^46 
rate. The drop in complaints against employers originating with 
unions was partly offset by a sharp rise in complaints originating with 
individuals. There were 1,174 of the latter during the year, but they 
declined rapidly as the unions themselves became able to file com- 
plaints. During recent years the number of unfair labor practice 
cases filed has fluctuated. It reached an all-time high in the fiscal 
year 1937-1938 when 6,807 cases were filed, declined steadily to 2,427 
in the fiscal year 1944-1945, and increased in the first two years after 
the war. 

5. As a general rule employers have not refused to deal with non- 
coinpl3dng unions. This is notably true of enterprises which have 
contracts with the United Steelworkers, the United Miners, the 
United Electrical Workers, and the International Typographical 

taJdng advantage of the practice of the National Labor Relations Board against 
holding elections while charges are pending. See Archibald Cox, “Some Aspects 
of the Labor-Man^ement Relations Act, 1947,” Harvard Law Review, November 
1947, p. 34. 
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Union — the principal non-compliers. The attempt of the Water- 
front Employers’ Association of the Pacific Coast to force the leaders 
of the International Longshoremen and Warehousemen’s Union to 
take the anti-Communist oath was defeated after a long strike. 

6. Hiring arrangements in previous closed shops throughout the 
country have been little changed by the law. Unions and employers 
have adapted themselves to the prohibition of the closed shop in 
various ways. In some cases a union shop has suited both parties as 
well as a closed shop. In these cases and in others where the union 
shop existed, the union sought union-shop elections. The Board 
held an enormous number of these elections — 17,790 between 
August 22, 1947, and June 30, 1948. The union shop won in nearly 
all cases with a total vote of 6,164,322, and an opposition vote of 
93,938. 

The union-shop elections have covered less than half of the 
employees working under closed-shop or union-shop contracts. In 
the construction industry, the great stronghold of the closed shop, 
there was only one union-shop vote — largely because of the virtual 
impossibility of determining who is eligible to vote in that industry. 
In other cases unions and employers have worked out ways of evading 
the closed-shop prohibition. These include mutual discharge pro- 
visions which permit unions to require the discharge of '‘disharmo- 
nious” persons, special seniority arrangements which assure that pref- 
erence in hiring will be given to men of long service in the industry, 
probationary clauses which permit the emplojnnent of a new worker 
to be terminated by either an employer or the union without an 
appeal under the grievance machinery of the agreement, and clauses 
permitting employees to "refuse to continue to work with any 
employee of the employer whose continued employment is a source 
of friction among the employees of the employer”. In some instances 
arrangements were worked out by which employers agreed that non- 
union men would not be hired unless they passed an examination for 
"competency” given by a joint employer-union committee.^ In the 
main, however, employers and unions have met the anti-closed-shop 
provision of the law simply by ignoring it. 

This part of the law imposes no penalties and is not brought into 
operation unless some one charges an unfair labor practice. Hence, 
unions and employers can easily continue previous arrangements as 
if no law had been passed.^ In some cases there was doubt as to 

9. This arrangement, originally suggested by a representative of employers 
in the printing industry, has since been held discriminatory by the courts. 

1. In a large Middle Western city a union in the printing trades and the 
employers adopted the following clause: *^Both parties have been operating for 
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whether the employer's business was sufficiently in interstate com- 
merce to come under the Act. In other cases, such as the bituminous 
coal industry and the Pacific Coast stevedoring industry, the Act has 
been deliberately defied by continuation of arrangements which 
conspicuously violate the law — a blunt challenge to the government 
to enforce the law, if it dares.^ 

7. The Act has had little effect upon discriminatory or burden- 
some impediments to union membership. 

8. Unions have not been deluged with damage suits because of 
violations of contracts or other violations of law. The number of 
damage suits filed against unions is not known, but the Joint Com- 
mittee on Labor-Management Relations reports that, up to near the 
end of 1948, 32 suits had been brought against unions by employers, 
19 against employers by unions, and one by an employee against an 
employer. This is not surprising because the law in reality makes 
virtually no change in the right of employers to sue unions for breach 
of contract. Employers have long had this right in the courts of the 
United States and in nearly all of the states. The Taft-Hartley Act 
merely removes the previous restrictions that the suit must be for 
more than $3000 and that in the federal courts there must be diversity 
of citizenship. Employers have not used the right to sue unions 
because managements which wish to get production from a group of 
men do not find it helpful to engage in law suits with the bargaining 
representatives of these men. 

9. The anti-make-work provision of the Taft-Hartley Act has 
had little effect and, if kept in its present language, is not likely to 
have much effect in a new law. It is easily evaded. The problem is 
important because umons in declining industries or in industries 
where employment is intermittent have a strong tendency to develop 
make-work rules which tend, of course, to keep down the standard 
of living of the country. 


In some areas the Taft-Hartley Act has produced important 
effects. Twelve of the consequences of the Act seem to me to be 
particularly significant: 

1. The Act has greatly invigorated the trade union movement. 

nearly 50 years under contractual relationship and the traditions and under- 
st^dm^ they have developed and are prevailing shall continue as far as possible 
within the laws.” . ^ 

•-i. \ Twelve states have declared closed-shop agreements to be illegal but 
virtuaUy no effort is made to enforce the laws. Some state anti-closed shop laws 

Anntft.Tn TIA &o.T)Af;.^ne *»vro 
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Both the Wagner Act and government controls during the war tended 
to diminish the self-reliance of the unions. Furthermore, the pre- 
ferred position of unions in the administration for fourteen years 
caused them to forget that they could incur the anger of the com- 
munity and that it might have serious consequences for them. The 
Taft-Hartley Act has gone far to make union leaders aware that they 
must not lean too heavily on the government, and that they must 
avoid too flagrant a disregard for the welfare and convenience of the 
community. The Act has not had time to produce much effect upon 
organizing methods of unions, but if the rule against coercion in 
organizing men is kept in the new law, one may safely predict a great 
improvement in organizing methods — improvement from the stand- 
point of unions as well as of the community. 

2. The union shop elections have demonstrated the over- 
whelming desire of union members for the union shop, or probably 
for the closed shop. Furthermore they have increased the power of 
unions by helping them to gain union shops where previously they 
had had only maintenance-of-membership clauses. 

3. The withdrawal of the protection of the law from foremen has 
seriously impeded the growth of independent foremen’s unions. 
After conversion to peacetime production, the impetus of foremen to 
organize substantially diminished. Fear that managements would 
make arbitrary decisions in selecting foremen for demotion or layoff 
at the termination of war contracts had stimulated foremen to organ- 
ize in the later years of the war. Even in the absence of the Taft- 
Hartley Act, the organization of foremen would have slowed up, but 
the Act accentuated this tendency. 

4. The provision of the law authorizing employers to a^ for 
elections has caused a considerable increase in such requests. The 
Wagner Act did not prohibit the National Labor Relations Board to 
hold elections at the request of employers, but it did not specifically 
authorize such elections. In the first year of the Taft-Hartley Act, 
472 requests for elections were received from employers or individuals, 
in comparison with 158 received during the preceding year and 82 
in the year 1945-46. 

5. The provision for decertification elections resulted in 154 
such elections up to October 30, 1948. In 105 of these cases the 
bargaining representative was decertified. This record seems to 
indicate that the law has been useful in diminating bargaining agents 
which had ceased to be active or which had lost the confidence of the 
employees. 

6. The Act has produced a moderate number of unfair labor 
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practice charges against umons. No such charges were possible under 
the Wagner Act. From August 22, 1947 to October 31, 1948, 1,110 
unfair labor practice charges were filed against unions in comparison 
with 4,930 filed against employers. The number is large enough to 
indicate that protection against unfair labor practices by unions is 
needed. Over half of these cases (631) were brought by employers; 
but 421 were brought by individual workers, and 58 by unions. 

7. The provisions for damage suits againsl;; unions for breach of 
contract have led some unions to limit their liability by clauses in 
their contracts specifically exempting them from liability for strikes 
which no union officer called or which the union had not ratified. 
The most famous of these is the clause in the bituminous coal agree- 
ment which states that the contract ‘‘shall cover the employment of 
persons employed in the bituminous coal mines covered by this 
agreement during such time as such persons are able and willing to 
work^^ This clause weakens the contract seriously from the stand- 
point of the public and of the operators. 

8. The Act may be credited with the establishment of machin- 
ery to settle jurisdictional disputes in the building trades. Its purpose 
has been to prevent these disputes from going to the National Labor 
Relations Board. On two previous occasions in the last 30 years the 
building trades unions set up machinery for adjusting jurisdictional 
disputes, but in each case it broke down after a few years because 
some unions refused to comply with decisions which went against 
them. The third attempt to set up the machinery, directly attribut- 
able to the Taft-Hartley Act, is the most promising one that has 
been made. 

9. The provisions forbidding the National Labor Relations 
Board to hear cases which originate in unions whose officers have 
not taken the anti-Communist oath has weakened the influence of 
Communists in the trade union movement. The deterioration of 
relations between the United States and Russia has had the same 
effect. Consequently, one caxmot determine the precise influence 
of the Taft-Hartley Act. Some locals in New York and St. Louis 
have seceded from the Unitedf Retail, Wholesale and Department 
Store Employees’ Union, and there have been secessions from other 
non-complying unions, such as the United Electrical Workers, the 
United Ptiblic Workers, and the Farm Equipment Workers. Aggres- 
sive steps against Communist-led affiliates of the C.I.O. were author- 
ised by the convention of the C.I.O. in November 1948. 

Opinion concerning the anti-Communist provisions of the law 
has undergone considerable change. At the outset union officers 
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were strongly critical of these provisions, but at the convention of 
the A.F. of L. in Cincinnati, there was sentiment for strengthening 
the anti-Communist provisions of the law and for applying them to 
representatives of management as well as to representatives of unions. 

10. The Act has greatly stimulated the interest of unions in 
political action, has caused them to organize more effectively for 
this purpose, and has led them to make substantial increases in their 
expenditures for political action. This has occurred in spite of the 
provision of the Act against these expenditures — indeed, it has 
occurred partly because of this prohibition. The Act is easily 
evaded by the device of setting up organizations for political 
“education.” 

11. The attempt to narrow the area of industrial conflict by 
making the secondary boycott unlawful has not been thoroughly 
tested. Between August 22, 1947 and October 31, 1948 a total of 
343 charges alleging secondary boycott were filed. Of these charges, 
256 were withdrawn, adjusted, or dismissed in the regional offices of 
the Board. Secondary boycotts have thus far produced few damage 
suits. 

12. Considerable use has been made of the national emergency 
provision of the law. In sue cases boards of inquiry were appointed; 
in two, a strike vote on the employer’s last offer was held (both- 
votes were in favor of a strike); and in two cases, strikes occurred 
after the machinery of the law had been used. In two other cases, 
strikes had started or were about to start when the law was invoked.* 
In a part of one of the maritime disputes (the longshoremen and the 
stevedores on the Pacific Coast) the National Labor Relations Board 
attempted to hold a vote of the employees on the employers’ last offer. 
The union ordered its members not to vote, and from Canada to the 
Mexican border not a sin^e ballot was cast. 

3. The boards of inquiry were appointed as follows: 

On March 5, in connection with a dispute between the Carbide and Carbon 
Chemical Corporation and the Atomic Trades and Labor Council at Oak Rid^. 

On March 15, in connection with a threatened strike of the United Packing- 
house Workers against Swift and Company, Armour and Company, Wilson and 
Company, Cudahy and Company, and Morrell and Company. 

On March 23, in connection with an alleged strike in the bituminous coal 
industry. 

On May 18, in connection with a dispute between the Long Lines Depart- 
ment of the American Telephone and Telegraph Company and the American 
Union of Telephone Workers (CIO). 

On June 11, in connection with adispute between seven unions in the Maritime 
Industry and a large number of shipping companies and stevedoring employers. 

On August 18, in a dispute between the Atlantic Coast Stevedoring Employ- 
ers and the International Longshoremen’s Association (AFL). 
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VI 

How good is the Taft-Hartley Act? What are its good points 
and what are its bad ones? 

Perhaps the most important generalization about it is that it 
attempts to deal by statutory law with many issues which the courts 
have been handling by common-law, and that it provides federal 
policies in areas where policy has heretofore been left pretty much to 
the states. It would not be accurate to say that the policy had been 
laissez-faire — although in reality the only effective public policy in 
much of the area covered by the Act was laissez-faire. However, the 
Wagner Act had replaced laissez-faire in a considerable area also 
covered by the Taft-Hartley Act. Furthermore, the state courts had 
been struggling for years with important issues covered by the Taft- 
Hartley Act — with the problem of what kinds of strikes and boy- 
cotts and strike activities were legal and what kinds illegal. The 
courts, it is true, are not well prepared to deal with these issues and 
have lacked effective instruments for enforcing the law.^ 

The problems covered by the Taft-Hartley Act are better dealt 
with by statutory law than by common-law methods; a national 
policy is preferable to forty-eight separate state policies, and the 
machinery for enforcement which is available under the Taft-Hartley 
Act is superior to that available to the courts. In all these respects 
the Act is an important step forward. One should observe that, 
although the Act sets up a uniform national policy, it does not in all 
cases preempt the field and require that the federal policy supersede 
state policy, even where interstate commerce is materially affected. 
Nevertheless, the foundation for this ultimate step has been laid. 

The provisions of the Taft-Hartley Act may be conveniently 
divided into: (1) those which seem predominantly good; (2) those 
which deal with the “right^’ problems, but which are poorly worked 
out; and (3) those which are unqualifiedly bad. Among the features 
of the Act which seem predominantly good, nine are of particular 
importance. 

1. Protection of employers against strikes or boycotts designed 
to compel them to violate the law. Under the Wagner Act an uncer- 
tified union might strike or picket an employer to compel him to deal 
with it rather than with the duly certified union. The employer had 

4. This has been particularly true of the federal courts after the Norris- 
LaGuardia Act limited the use of injunctions in labor disputes. As a result of 
this Act, the federal courts might be unable to issue injunctions against admitted 
violations of law simply because the violation was occurring in connection with 
a labor dispute. 
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no effective redress — although in some states he undoubtedly was 
entitled to damages against the u nion. 

2. Protection of employees against coercion from any source in 
the exercise of their rights to organize or not to organize, to strike or 
not to strike. Until the passage of the Wagner Act the prevention of 
coercion in connection with organizing campaigns and strikes was 
mainly the responsibility of local governments. These did not give 
protection against economic coercion; and their enforcement of the 
laws against physical coercion was lax. Under the Wagner Act the 
federal government undertook to prevent economic coercion originat- 
ing with employers, but not with unions. The Taft-Hartley Act 
extends the protection to economic coercion originating with unions 
as wen as with employers, and goes even farther to make physical 
coercion an unfair labor practice. It is a close question whether or 
not the federal government should undertake some responsibility for 
the policing of organizing campaigns, strikes, and lockouts. In favor 
of it is the poor record of the localities in controlling mass picketing 
and violence. If the federal government limits its protection to 
economic coercion, that protection should be given regardless of 
whether the source of economic coercion is an employer or a union. 
A serious defect of the Act is its failure to define or limit clearly the 
meaning of “coerce” or “restrain,” as used in Section 8 (a) and (b). 
As a result, too much discretion in defining the words is left to the 
National Labor Relations Board and to the courts. 

3. Comprehensive protection of employees in their right to 
choose their bargaining agents without interference. The Wagner 
Act gave only partial protection, for it permitted unions to influence 
elections by threatening to refuse to handle the product of the plant 
if the workers chose the “wrong” union. 

4. The provision in the law safeguarding freedom of speech. 
Some think it goes too far, in forbidding the Board to consider as 
evidence of an unfair labor practice statements which do not contain 
threats or promises of benefits. The question is a close one, but it 
is well to decide the doubt in favor of freedom of speech. As I have 
indicated above, this provision affects unions as well as employers. 

5. Changes in the election rules designed to help employees 
select bargaining agents who represent their real choices. Most of 
these changes are desirable. Certainly the professioiud employees 
should not be put, against their wiU, in the same bargaining unit as 
non-professional workers. It is diflScult to defend the Board’s refusal 
to include the “no union” choice on the run-off ballot when this 
choice received the largest or second largest number of votes in an 
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inconclusive election. Quite controversial is the question as to 
whether “economic strikers’* who have been replaced should be 
allowed to vote. The Act says not. There is an obvious difficulty in 
giving votes to men who will never again be employed by the company . 
Against this view it is argued that denial of voting rights to displaced 
men will encourage employers to break unions by replacing strikers. 
The rule of the Taft-Hartley Act seems, on the whole, to be sound, 
but the danger of abuse exists. The Board can probably prevent 
abuses by refusing to hold elections soon after strikers have been 
replaced by non-strikers. 

6. Authority for employers to request an election in cases of 
disputes over representation. This provision may not mean much 
change in practice because the National Labor Relations Board has 
in late years considered requests for elections from employers. In 
the early years, however, it did not. The Act does not require that 
the Board grant the employers’ (or the unions’) requests. 

7. Removal of the ambiguity found in the Wagner Act as to 
whether the government’s policy of protecting the right to organize 
applies to supervisors. First the National Labor Relations Board 
held that the Wagner Act applied to supervisors, then that it did not, 
and finally again that it did. This question should be settled by 
legislation rather than by administrative decisions. Many persons 
think that the Taft-Hartley Act should have included foremen 
among employees. I believe that the provisions of the law on this 
point are sound. The great stake of the country in eflScient manage- 
ment is better promoted if foremen are not given special encourage- 
ment to form trade unions. If conditions in a plant are bad enough 
to make foremen keenly desire a union, they are in a good position to 
organize. 

8. The requirement that unions as well as employers bargain in 
good faith. The provision will probably have little effect because 
unions which are strong enough to refuse to bargain on certain sub- 
jects are also strong enough to reject successfully all proposals which 
employers may make with respect to these subjects. Nevertheless, 
the development of good industrial relations was hindered when 
employers found themselves compelled to bargain on any proposal 
made by a union, and yet were unable to get the union even to discuss 
certain matters which were covered by its constitution. 

9. Limitations on the financial payments by employers to trade 
union representatives. These limitations, which carry criminal penal- 
ties, are a useful protection against extortion and “shakedowns”. 
The regulation of so-called health and welfare funds is needed to 
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prevent abuses of these funds and to keep union politics from affect- 
ing their administration, since thousands of employees rely on these 
funds for a substantial pension which will not become payable until 
after twenty or thirty years. On the other hand, the Taft-Hartley 
Act does nothing about the highly dubious method of financing wel- 
fare funds by imposing a private “sales tax” on coal, records, or other 
products. 


VII 

Some provisions of the Taft-Hartley Act which attempt to deal 
with the “right” problems — that is, important problems which need 
attention — are poorly worked out and will not accomplish the 
intended results. 

1 . Provisions designed to protect the right to j oin a union. If the 
closed shop or the union shop is permitted (and they fit American 
conditions), the right to join a union needs to be safeguarded. It 
will be recalled that in 1946 about seven million jobs were covered by 
closed shop or union shop contracts. Organizations which seek to 
determine who may pursue a trade or who may enter an industry 
are no longer purely private, and their admission requirements are 
affected with a public interest. Keeping the doors of unions open is 
no academic matter. About 20 unions have provisions in their con- 
stitutions against the admission of negroes, and other unions practice 
discrimination without requiring it. A few decline to admit women, 
and many impose high initiation fees. Among 300 locals affiliated 
with A.F. of L. unions. Professor Taft found that 65 charged initia- 
tion fees of $100 or more, and 24 charged fees of $150 or more.® 

The provisions in the Act designed to protect the right to join 
a union are unsatisfactory. As I have pointed out, the Act forbids 
employers to justify discrimination against employees for non- 
membership in a union on the ground that the union itself discrimi- 
nates, and makes it an unfair labor practice for a union “to cause or 
attempt to cause an employer to discriminate against an employee” 
because of membership or non-membership in a trade union. These 
provisions presuppose that the initiative, in enforcing the Act will 
come from employers. Few employers are likely to incur the risk of 
a strike or a lockout by challenging the admission policies of a union, 
because employers usually have little or no stake in unions^ refraining 
from discrimination. 

Likewise of little use is the declaration that it is an unfair labor 

6. Taft, Philip, “Dues and Initiation Fees in Labor Unions,” this Journal, 
February 1946, p. 222. 
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practice for unions to require employees covered by a union shop 
agreement to pay an admission fee in an amount which the Labor 
Relations Board ‘‘finds excessive or discriminatory under all the 
circumstances”. Complaints are not likely to be initiated either by 
individuals or by the Board. Furthermore, no definite yardstick is 
given to the Board as to what fees are excessive. The federal govern- 
ment would do well to set a maximum — say $76 or $100. These 
amounts would protect men in intermittent trades from losing 
employment to persons who do not regularly pursue the trade, and 
yet would be small enough not to be a severe hardship to persons who 
wished to enter the trade permanently. 

2. Provisions designed to protect the right to remain in a union. 
The union shop, the closed shop, or the use of maintenance-of-member- 
ship clauses, require that the right to remain in a union be protected; 
but the provisions in the Act on this point are unsatisfactory. The 
law makes it an unfair labor practice for the employer to terminate 
the emplo 3 unent of a worker covered by a union shop contract if the 
employer “has reasonable grounds for believing that membership was 
denied or terminated for reasons other than the failure of the employee 
to tender the periodic dues and the initiation fees uniformly required 
as a condition of acquiring or retaining membership”. The law also 
makes it an unfair labor practice for a union to cause an employer to 
discriminate against an employee whose membership in the union has 
been terminated on some ground other than his failure “to tender the 
periodic dues and the initiation fees uniformly required as condition 
of acquiring or retaining membership”. This is too narrow. There 
are many offenses for which a union may wish to discipline a member, 
and if he can leave the union and still hold his job, the union loses 
the chance to impose effective discipline. A better arrangement 
would permit unions which have union-shop or closed-shop contracts 
or maintenance-of-membership clauses to require employers to dis- 
miss men who lose their good standing, regardless of the cause; but 
would require also that the worker be permitted to continue to hold 
his job whfie exhausting his rights of appeal withm the union, and 
would provide for an appeal from the highest union authority to a 
neutral agency — preferably the National Labor Relations Board,® 
If a man lost this appeal, the employer should be required to 
him. If he won, he should be permitted to keep his job, but the 
union should be permitted to exclude him from membership. 


6. Of considerable importance is the status of a union member durinc 
appeal from a pe^ty imposed by a local union. Professor Taft found five out of 
126 unions m which the penalty is vacated during appeal, nine in which the 
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3. Provisions designed to discourage Communist control of 
trade unions. The Communist problem in American trade unions, 
where actual Communist membership is very small, is a reflection of 
the unwillingness of American wage earners to concern themselves 
with union affairs. The use which Communists have made of trade 
unions in other countries indicates that the discouragement of Com- 
munist control of unions is an appropriate object of public policy. It 
is reasonable to require the officers and key employees of unions to 
declare (under penalty of perjury) whether they are or recently have 
been members of the Communist Party. Both union members and 
employers are entitled to know this. The Taft-Hartley Act does not 
go far enough when it permits union officers and key employees to 
refuse to declare whether or not they are Communists; but it goes too 
far when it deprives non-complying unions of the benefits of the law — 
although the latter disadvantage is diminished by the opportunity of 
individuals to initiate complaints. It is not sound public administra- 
tion to make the benefits of a law available only when union officials 
have taken a given oath because the rank and file frequently have 
little control over their officials. Some people, however, believe that 
denial of the benefits of the law to Communist-led unions is necessary 
in order to force the members to take sufficient interest in union affairs 
to rid themselves of Communist officers. 

4. Provisions designed to control the political expenditures of 
unions. Some control of the political expenditures of unions is sound 
in principle. Unions are essentially bargaining organizations, hence 
they need to admit all those in an occupation or industry regardless 
of political preferences. There are obvious objections to allowing 
organizations which impose union-shop or closed-shop contracts to 
collect money from Republicans to help elect Democrats or from 
Democrats to help elect Republicans. The provisions of the Taft- 
Hartley Act designed to limit the political expenditures of unions are 
ineffective because, as I have pointed out, they can be evaded by 
calling the activity *‘education’\ I know of no way of making these 
provisions effective. Nevertheless there is some merit in applying the 
same restrictions on political expenditures to both unions and 
corporations. 

penalty imposed by a local is not enforced in event of appeal until it has been 
approved by a general officer or the general executive board (which may not be 
the ultimate appeal body), 62 in which appeal does not suspend the verdict, 42 
in which the status of the appellant is not defined, and 18 in which miscel- 
laneous arrangements prevail. Philip Taft, '^Status of Members in Unions during 
Appeal from a Penalty Imposed by the Local Union,” this Jowmai. August 
1948, pp. 610-615. 
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5. Provisions for dealing with disputes which imperil the public 
health or safety. The procedures of the Act are initiated when the 
President believes that a strike or lockout, or a threatened strike or 
lockout, is likely to imperil the national health or safety. The first 
step is for the President to appoint a board of inquiry to report on the 
facts and on the position of the parties. The report must be made 
public, and the board is specifically enjoined not to make recom- 
mendations. The appointment of such a board does not affect the 
right of the parties to initiate a strike or lockout. On receiving the 
board’s report, the President may direct the Attorney General to 
seek an injunction enjoining the strike or lockout. If the district 
court fimds that the strike or lockout would imperil (or does imperil) 
the national health or safety, it may issue the injunction, and the 
board of inquiry is thereupon reconvened. If the dispute is unsettled 
at the end of sixty days, the board reports to the President the 
current position of the parties and the efforts which were made to 
settle the dispute. This report must also be made public. Within 
fifteen day^ after the second report, the National Labor Relations 
Board is directed to take a secret ballot of the employees of each 
employer involved in the dispute on the question of accepting the 
final offer of the employer. Within five days after the vote the 
National Labor Relations Board must certify the results to the 
Attorney General who must then move for discharge of the injunction. 
The court must grant the motion. The parties are then free to initiate 
a strike or lockout. The President, however, is directed to make a 
full report of the proceedings to Congress. 

Certainly the provisions for obtaining a postponement of a 
strike or lockout which would imperil the national health or safety 
are reasonable. But the other provisions for dealing with national 
emergencies are seriously defective. 

To begin with, the arrangements create the danger that two rival 
agencies will simultaneously be attempting to settle the same dispute. 
Thus the Act plaioly contemplates that the Conciliation Service will 
be attempting to settle it while the board of inquiry is ascertaining 
the facts; but it leaves the role of the board uncertain, since it does 
not forbid conciliation by it. Nothing is more likely to prevent suc- 
cessful conciliation than rival efforts to settle a dispute. Under the 
Railway Labor Act, by contrast, the so-called emergency boards, 
which are s i m ilar in some respects to the boards of inquiry authorized 
under the Taft-Hartley Act, do not come into existence until the 
mediators have formally withdrawn from the case. 

If boards of inquiry are used, they should be made subordinate 
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to the Conciliation Service — that is, appointed only at the recom- 
mendation of the Director of Conciliation — and they should either 
be prohibited from conciliating or not be permitted to come into 
existence until after the Conciliation Service has coiifessed failure 
and dropped the case. If boards of inquiry are made a second step 
in hancUing disputes which create national emergencies, the pro- 
hibition against their making recommendations should be removed. 

The worst features of the Act for dealing with so-called “emer- 
gency” disputes come into operation if the dispute is still unsettled 
after the injunction has been in effect sixty da,ys. The National 
Labor Relations Board must then take a vote of the employees on 
the employer’s last offer. The framers of the Act apparently assumed 
that this vote would be a genuine expression of the willingness of the 
employees to strike, and that the employees would terminate the 
dispute by accepting terms which their leaders had rejected. There 
is no evidence to support this naive notion. Experience under the 
Smith-Connally Act during the war indicated quite the opposite : obvi- 
ously men will not desert their leaders at a time of crisis for the 
imion. In two votes held imder the Act, the union members stood 
behind their leaders. Futheimore, in one of these cases, the members 
even rejected an offer which had been made subsequent to the “last” 
offer, and which their leaders had accepted. In a third case the 
men, under instructions from the union, refused to vote. 

The provision that the government conduct a vote on whether 
or not the men shall imperil the national health and safety puts the 
government in a ridiculous position. The vote implies that a strike 
is permissible provided only that the men authorize it; hence the 
government is tolerating an attack on the community’s health or 
safety. Obviously the only role which the government can decently 
play is one of defending the community — not of sanctioning strikes 
against it. 

Particularly bad is the provision that after the vote has been 
taken, the injrmotion shall be vacated. Consider the psychological 
effect of the sequence of events — a vote rejecting the employers’ 
last offer immediately followed by vacating the injunction which up 
to that moment has prevented the strike! Certainly these arrange- 
ments are well designed to convince the men that they have met all 
conditions and are now free to strike regardless of the consequences. 
As a result, the dispute has been made more difficult to settle. At 
precisely this point the Act stops. It provides no additional steps 
by which the dispute may be postponed or settled, stating merely 
tl^t the case may be referred by the President to Congress, in case 
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Congress happens to be in session. This is an ideal way of getting 
industrial relations into politics. 

It is obvious that if interruption of production or service would 
imperil the national health or safety, the government must have 
authority to assure that production or service continue — at least in 
amounts required to prevent disaster. One arrangement might be to 
authorize the President to require the parties to observe the recom- 
mendations of the board of inquiry (this assumes that the board is 
permitted to make recommendations) for a limited time — say six 
months, or long enough for the parties to make a fresh start on bar- 
gaining over their differences; another arrangement might be to 
authorize government seizure and operation of the enterprise; still 
another might be to authorize the President to arrange for a limited 
amount of service at the previously existing terms of employment 
subject to retroactive adjustment when the dispute is settled. 

6. The provision authorizing the General Counsel to apply for 
injunctions to stop apparently unfair labor practices, pending final 
detennmation of the issue by the board. There are likely to be many 
cases in which justice is best advanced by maintenance of the status 
quo pending a decision on the legality of a given action. Only the 
General Coimsel may seek injxmctions, and the court, of course, may 
not see fit to grant his petition. As of November 1, 1948, six per- 
missive applications and thirty-one mandatory applications had been 
made. Two of the discretionary applications were against employers. 
As a result of one of these the General Motors Corporation was 
restrained from installing an insurance plan without negotiating 
with the union. 

Although the provisions for injunctions improve the enforcement 
machinery, they have two important defects. One is the requirement 
that the General Counsel seek an injunction in certain types of cases 
(secondary boycott). Surely this should be left to his discretion. 
The other is an ambiguity as to whether the General Counsel must 
show that the practices which he would restrain would cause irrepar- 
able damage and cannot adequately be remedied at law. One dis- 
trict court has held that these traditional standards in granting 
injunctions do not apply. Yet there seems to be no good reason why 
they should not. 


VIII 

Of the features of the Act which are completely bad, the two 
most important are the prohibition of the closed shop and the 
7, Dovd's V, Local Teamt&rs Uni<m. 75 F. Supp.( N.D. N.Y.) 
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requirement that union-shop contracts be approved by a vote of the 
employees. 

The closed shop is a well-established American institution 
which fits conditions here and which serves useful purposes — espe- 
cially in occupations where much of the work is intermittent. It 
creates problems and is subject to abuse. Nevertheless, public policy 
should aim at making the closed shop work better, not at abolishing 
it. The fact that the Railway Labor Act imposes criminal penalties 
on managements which sign closed-shop (or even union-shop) con- 
tracts is not in point. The closed shop has never existed in the rail- 
road industry, and the anti-closed-shop provision of the Railway 
Labor Act was actually put in at the demand of the unions — 
although they now demand its removal.® 

It was a mistake to require that union-shop contracts be approved 
by a vote of the employees. Such votes serve no useful long-run 
purpose. Employers are not willing to sign closed-shop or union- 
shop contracts unless they believe that their employees strongly 
desire such a contract. Since managements are not easily convinced 
of this fact, there is little danger that closed-shop or union-shop con- 
tracts will be imposed upon unwilling workers. In a few industries, 
such as the building trades, compliance with the law is virtually 
impossible because no one can determine who is eligible to vote. 

IX 

What kind of a labor law should the country have? It would 
not be appropriate in this article to attempt to spell out the details 
of a successor to the Taft-Hartley Act. The comments already made 
have given some indications on particular matters, and a few broad 
generalizations may now be set forth. 

1. The law should be comprehensive. This does not necessarily 
mean that it should be long and detailed. Nevertheless, there is a 
wide range of problems on which public policies are needed — prob- 
lems of relations between unions and individual workers, between 
unions and employers, between unions and unions, and between 
unions and employers on the one hand and the community on the 
other. 

2. It should take account of the fundamental characteristics of 
industrial relations in the United States — those which are the pro- 
duct of the American environment and which cannot easily be 
changed. This does not mean that no attempt should be made to 

8. Since some of the railroad unions discriminate strongly against negroes, 
the closed shop should not be permitted on the railroads until negroes are ade- 
quately protected against discrimination. 
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change them, but the principal objective should be to protect the 
essential institutions of American industrial relations against abuse, 
and to make them work more satisfactorily. For example, it would 
be a mistake for public policy to attempt to undermine the dominant 
position of the national union in the American trade union move- 
ment, or to attempt to convert the movement into a grass roots affair 
in which union oflScers have much less influence and the rank and 
file more influence than is now the case. The strong national union 
fits American conditions, and American employees wish their officers 
to run the unions. These conditions, to be sure, create certain prob- 
lems. Public policy should attempt to deal with these problems 
rather than to change the nature of the trade union movement itself. 

3. It should attempt to narrow the area of industrial conflict. 
Certain uses of strikes and boycotts are not appropriate, and it is 
high time that trade unions and the community dropped the naive 
notion that the unlimited right to strike is an inherent and necessary 
right of free men. In general, it is inappropriate that the strike 
should be used by unions to battle other unions, or that strikes or 
lockouts should be used to coerce the government or to compel 
changes in public policy. 

4. It diould attempt to deal with certain specific problems. 
The following six are particularly important: 

a. It should protect the right to organize. If this right is not 
protected, employers will use discharge and other forms of economic 
coercion to break up new unions. Protection of the right to organize 
should include protection against economic coercion by unions as 
well as by employers. Otherwise, some unions will attempt to control 
men's choices by boycotts, strikes, or other short-cut methods. There 
was a good case for tolerating such methods so long as employers 
were free to discharge men for joining unions. But now that coercion 
by employers is unlawful, public policy should also prohibit the use 
of economic coercion by unions to force men to join or to leave a 
union. It is anomalous for the legality of economic coercion to 
depend upon who uses it. 

&. It should protect the right of workers to pick their bargaining 
agents free of interference from any source. The Wagner Act 
destroyed the effective operation of the principle of exclusive juris- 
diction, and a new arrangement must be developed to take its place. 
The British principle of tolerance will not do because it presupposes 
more influence of the rank and file in the trade union movement 
has been traditional in the United States. The trade unions them- 
selves are not capable of providing a solution because the largest and 
most powerful unions, which do not wish interference from any source, 
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have too much influence within the labor movement. Hence, inter- 
union rivalry over members can be controlled only by public policy. 
The very growth of unions makes such control imperative. When 
two powerful unions battle for the control of workers, as did the 
carpenters and lumbermen in the Northwest several years ago, or as 
have the teamsters and brewery workers in some cities, or the long- 
shoremen and the teamsters, the costs to the community may be 
intolerable. 

c. It should permit closed-shop contracts where the union 
represents the majority of the employees in the bargaining unit. The 
federal government would do well to preempt this field and to forbid 
states from outlawing closed-shop contracts in plants engaged in 
interstate commerce. 

d. It should safeguard.the/ight to become a member of a union 
and the right to remain in a union, wherever closed-shop or union- 
shop contracts exist. 

e. It should make strikes over the jurisdiction of unions an 
unfair labor practice, unless the employer has denied work to mem- 
bers of the union which has the bargaining rights for the job. . 

/. It should safeguard the health and welfare funds which are 
being set up, and which are likely to be set up in increasing numbers. 
It would be desirable to reduce the incentive to establish such funds 
by greatly increasing the tax base and benefit base in the government 
scheme of old age and survivors’ insurance. The pension which a, 
man receives should not depend too much upon whether he happens 
to work for a generous employer, or to belong to a strong trade union. 
Furthermore, private health and welfare funds are likely to reduce 
the willingness of employers to hire men above forty-five, and thus 
seriously to limit the mobility of labor. 

g. It should provide arrangements for handling disputes which 
imperil the national health and safety. 

Almost as important as the provisions of the law are the way in 
which it is drafted and the sponsorship which it receives. A great 
forward step would be taken in industrial relations if representatives 
of employers and of unions could reach agreement on the basic pro- 
visions of a successor to the Taft-Hartley Act. Unf ortimately, the 
prospects for such agreement are not bright. Some years will prob- 
ably be required for the country to develop a well-considered and 
well-balanced industrial relations act. Nevertheless, with the expe- 
rience of the Wagner and Taft-Hartley Acts as a guide, the hew 
Congress should be able to draft a law which is substantially better 
than either one of them. 

Ha.rvabi> Univbx^itt SuMNsm H. SniCHTSB. 
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The Catjses oe the British Crisis 

The overwhelming majority of British economists attributed 
the British crisis of 1947 to inflation, in its turn due to budget deficit 
and to the artificial lowering of the rate of interest. In their view 
this stimulated excessive investment, and also caused a diversion of 
resources to the production of non-essential goods. It “emptied'^ 
the economy of working capital and led to a fall in productivity. 
The measures taken by the Government — direct controls limiting 
imports and enforcing higher exports, reduction in investment and 
increases in taxation — were not considered suflSicient to bring about 
balance. The policy of stabilizing wages and prices was regarded 
as tinkering with symptoms. The solution of the British problem 
must, in their opinion, be sought in the restoration of the working 
of the free-pricing system, the abolition of direct physical controls. 
This must be coupled with disinflation, i.e., the reduction of global 
monetary demand by a budget surplus obtained mainly by a severe 
cut in the subsidies now paid to stabilize the prices of necessities. 
Equally, investment would have to be reduced by an increase in the 
rate of interest and, if necessary, by taxing investment. It is recog- 
nized that unemployment would have to rise if inflation were to be 
avoided without controls. It is argued however that the increase 
in productivity which would result from this policy would much 
more than offset the loss caused by the decline in employment. The 

1. Based on a paper given to the Harvard Economics Club in the spring of 
1948: the author is much indebted to the Rockefeller Foundation for enabling 
him to visit the United States. The opinions e3q)ressed are, of course, entirely 
personal. The fact must be strongly emphasized that the British economic 
system and social background differ so much from those in the United States 
that conclusions based upon the analysis of one cannot be applied to the other. 
Investment capacity in the United States, e.g., is so vast, technical progress so 
quick, the agricultural manpower “reserve*' stO so considerable, that the elasticity 
of the system, even without unemployment, ought to suffice. Unfortunately, 
little attention is paid to th^e differences in many of the current controversies. 
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foreign balance on the other hand should be treated by devaluing 
sterling. 

In the present paper an attempt ■will be made to show that: 
(a) the purely budgetary and investment factors played a much 
smaller part in the crisis than has been suggested, and could in any 
case not be controlled by the measures proposed. 

(&) the record of the British Government was far more creditable 
than it is held to be by opinion in this country, and that such 
relative failure as occurred was due to the premature de-control of 
important sections of the economy, not so much causing a fall in 
productivity as preventing a full and quick expansion. 

(c) in addition, a lack of effective co-ordination led to commi't- 
ments which were far beyond ■the capacity of the country to sustain, 
especially as the clamor for increased consumption — in which a 
number of reputable economists participated — did not permit the 
Government a careful husbanding of the resources set free by demo- 
bilization, tardy as it was. 

id) the restoration of the “free” markets would not restore 
equilibrium internally or externally but would result in social strife 
and economic rdapse. 

The striking success of the Government in reducing the inter- 
national deficit 'within the limits of the Marshall Aid; the worsening 
of the international situation; and the consequent danger that produc- 
tive resources will be diverted towards armaments without a counter- 
vailing increase in foreign help, makes this a convenient moment to 
survey the post-war British economic development. The new phase 
which opens can no longer be regarded as “post-war.” But the 
experiences of the period immediately following the end of hostilities 
should be very valuable in framing policy. 


II. Pent-ttp Dbmaito and Inelation 

The general tendency to attribute the convertibility crisis in 
1947, and the continued grave difiiculties of Britain, to the monetary 
tension, to “suppressed” inflation; and to look for the cause of the 
latter in an excess of current spendable incomes, and more especially 
in budget policy, conceals the most important cause of our present 
problems even in the monetary sphere. It is true that the Gov^- 
ment deficit was larger than suggested by the old-fashioned Slxchequer 
statements. These treat certain capital receipts as current revenue, 
and exclude other current payments, since they are not met through 
budget votes. The true deficit of the public authorities (central and 
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local) was some £617 noillion in 1946 and £135 million in 1947.* 
It must be remembered, however, that the revenue flows most heavily 
in the first quarter of the calendar year (the British financial year 
begins on April 1) and that most of these payments are anticipated 
by the corporate and individual taxpayers in their decisions. If we 
take this into account the combined account might be said to have 
shown roughly £400 milli on of deficit m 1946 and a surplus of some 
£100-200 in the past year. The gross capital expenditure of the 
local authorities, however, increased by £122 million in 1946 to 
£213 million in 1947, which was only partially offset by the excess 
of sales of assets of the Central Government over investment (£27 
and £22 million respectively). The deficit and increase in public 
investment was certainly bdow the £500 million mark even in 1946, 
and in 1947 it was inconsiderable. There was a dramatic fall in the 
government expenditure on goods and services from £4.5 billion in 
1945 to under £2.5 billion in 1946 and £2.2 billion last year. With 
national income running at the level of some eight billions there is 
no reason to suppose that it could have been to any considerable 
extent the cause of excess monetary denoiand. 

The monetary (as contrasted with the production) problem is 
centered on the weight, and even more on the distribution, of the 
“pent-up” demand, both for consumers’ and for producers’ goods 
accumulated during the war, when both individuals and firms were 
forced to abstain from spending. It is difficult to measure the volume 
of that part of the enforced accumulation of liquid resources — by 
no means restricted to “money” — which was unstable in the sense 
that it pressed on the market. On the basis of all historical evidence 
we must e3!pect that a considerable part of these reserves — however 
“enforced” they had been initially — will “settle down” : the demand 
for liquidity has shown a secular upward trend. But how fast and 
how far this “settling down” will proceed will depend (1) on the 
distribution of these reserves and (2) on the confidence in money. 
A rise in prices and a shift towards profits would — if wage-demands 
were not pressed successfully in consequence — imdoubtedly acceler- 
ate the exhaustion of consumers’ pent-up demand and the entre- 
preneurial demand for capital goods can be more easily controlled. 
But wage demands are likely at full employment if prices rise. And 
a vidous circle of rising prices and wages might entail a mobilization 


2. Death duties md other tax payments out of capital are included in the 
revenue and are taken into account by (hminishing private savings. H we exclude 
them the deficit becomes £729 and £298 million respectively. Most of the critics 
d«^°* ™ including capital payments in the reckoning of the current 
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of quiescent reserves. Thus curing inflation by inflation® is not 
devoid of grave risks, while its “suppression” might in the end remove 
all need for further “suppression” because an increasing portion of 
the liquid reserves will gradually be stabilized. Last but by no 
means least, it should be borne in mind that the “overhang” repre- 
sented a more volatile potential demand than would an excess of 
current income due to, say, government deficit. A sudden change 
in expectations might therefore change abruptly the “monetary” 
background and result in deflation.® 

There can be little doubt that in Britain a considerable part 
of the war-time savings and reserves did press on the market when- 
ever and wherever it was not prevented by direct controls. In the 
case of consumers the volume of pent-up demand was estimated 
immediately at the end of the war at some £2,500 to 3,000 million, 
a multiple of the possible “inflationary” impetus imparted by govern- 
ment finance. A considerable (and the most unstable) part belonging 
to the lower income classes must have been used and exhausted itself 
in raising the price of non-essentials and services (including gambling) 
in the past two years. But at least a third, perhaps more, still “over- 
hangs,” mainly concentrated in the hands of the more prosperous 
working and lower middle-income classes which have greater resist- 
ance to high prices. It is this, easily retractable, demand which was 
mainly responsible for the pressure on the consumers’ goods markets. 
It is still by far the most important potential cause of unsettlement 
in the markets for consumers’ goods, especially durable consumers’ 
goods (including house-repair), the shortage of which is grave and 
for the purchase of which it has been accumulated. 

So far as investment demand is concerned — including working 
capital consisting of semi-finished or finished consumers’ goods — 
the situation is analogous. The accumulation out of the war-time 
reduction of stocks, non-invested depreciation allowances, plowed 
back profits, excess profits tax repayments and war-damage compen- 
sation is well over £4,000 million. The retractability of this demand 
depends even more than the previous category on price-expectations. 
As long as there is a continuous upward pressure on prices this demand 
will contribute to it. Once that pressure ceases it might be withheld 
with grave repercussions on the balance of investments: for any fall 
in private investment must under present conditions be met by an 
increase in public investment in housing, etc.; and there can be no 

3. As for instance suggested by those who wish to suppress the subsidies 
stabilizing the prices of necessities, 

4. There seems to be mounting evidence that this in fact has been happening 
since Christmas 1947, Of. below. 
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doubt that the latter — for however desirable objects — will not 
increase productivity as quickly as private investment in fixed 
capital. 

This peculiar nature of the inflationary forces limits the useful- 
ness of most of the measures advocated. Only a complete blocking 
and a slow release of the financial reserves could restore equilibrium 
instantaneously. Increased taxation alone would be offset (and 
might be much more than offset) by dis-saving. But measures such 
as complete blocking would entail chaos and unsettlement in the 
financial sphere. The hardship caused would be out of proportion 
to the advantages gained. A forced loan or a capital levy would also 
tend to undermine the willingness to hold cash or liquid assets with 
the attendant grave long-run consequences® — unless indeed full- 
scale State ownership were — as it is not — contemplated. It is 
very questionable, moreover, whether the smaller savings which are 
relatively more unstable, and therefore more dangerous, could be 
immobilized without serious political consequences. And the ^'freez- 
ing” of capital reserves of firms would involve discrimination against 
the more conservative (and patriotic) firms who have “disinvested” 
most. Nor can complete financial freezing in any way be regarded 
as a less comprehensive or administratively easier scheme than the 
direct control over investment. 

Thus it would seem that the possible contribution of budgetary 
policy to the re-establishment of "equilibrium” is much more modest 
than suggested by the advocates of "monetary, global controls.” 
This is not to say that a budget suiplus should not be aimed at. Over 
a period of years it would certainly help (together with measures 
aiming at increasing productivity) in dealing with the huge volume of 
liquid reserves accumulated as the result of the war. But it would be 
folly to hope that budget surpluses could in the short run re-establish 
monetary conditions which would enable wholesale decontrol with- 
out infliicting such damage on the financial structure of the country 
and on the standard of life of the lower income classes as to prove 
politically intolerable and result in an open inflationary spiral.®* ^ 

5. The ''special contribution'* introduced in the last budget represents a 
capit^ levy based on the income of assets held. It is, from th£ point of view, 
not without dangers, especially as voices have already been raised for its repetition 
as against the assurance of the Chancellor that it will be a unique operation. 

6. The example of France and Italy should be a warning. The German 
currency reform (unless indeed speedily followed by a large-scale capital levy and 
the equalization of the burden of the war as well as the re-introduction of direct 
controls} will probably also faiL 

7. It be argued below that a budget surplus should also be aimed at 
in order to increase savings, ie,, the investment capacity of the country at full 
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Even less plausible is the argument that dear money would 
improve our position. Given the huge liquid reserves, the grave 
scarcity of productive capacity, a small increase would have been 
completely ineffective in checking investment or concentrating it on 
short term improvemen]bs,® Most of the “long” capital projects 
which have been recently under attack have been launched, in fact, 
mainly on the basis of subsidies (e.g., housing, public improvements) 
and not on the basis of cheap money. And a large increase in the rate 
of interest (as in some countries after h3rper-inflation to over ten per 
cent per annum) would have had devastating effects on the budget 
and solvency. The pursuit of ultra-cheap money was imdoubtedly 
mistaken. But this was not because of its direct effects on the rate 
or composition of capital investment. 

On the other hand, the importance of the implication of full 
employment and of the strong bargaining position of the trade unions 
was largely disregarded. As long as national unity is preserved the 
trade unions could be expected to show, and did show, moderation 
in pressing for higher wages. But the cruder sort of disinflationary 
measures proposed, i.e., the abolition of food-subsidies, derationing 
and decontrol, would have ended “fair shares,” and, as on the Conti- 
nent, unleashed wage demands, thus causing an endless spiral of 
prices and wages. In the end such a process induces a self-inflamma- 
tory explosion. The conscious creation of imemployment to prevent 
this, however, was not practical politics — in Britain, under a Labor 
Government; and even tmder the Conservatives might have ended 
very differently (even from an economic point of view) from what 
its partisans seem to envisage.® 

We must conclude that global monetary measures could not 
alone have brought about a solution of Britain’s troubles or enabled 
her to dispense with direct controls. It was the lack of co-ordinated 
planning of the use of physical controls and rdated matters which 
resulted in the British crisis. 

III. Decontrol, Militabt Commttmbnts and the Crisis 

The tasks before the Britidi Government at the end of the war 
were truly appalling in magnitude. And the psychological back- 
ground against which it had to devise its measures could hardly 

employment. Otherwise we should have to tolerate an increase in the inequali^ 
of income or continue to enforce saving by direct controls increasing the monetary 
“overhang" of pent-up demand. 

8. And, equally, influencing consumers' deohiions. 

9. Cf. note 6, p. 36. 
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have been more difficult and unpropitious. ( 1) The British population 
undoubtedly suffered less in the last stages of the war than most 
Europeans. But the war had lasted longer and the need in 1940-41 
to resist a much superior enemy alone, combined with the continued 
shipping crisis, had diminished consumption by some 15 per cent^ 
and the period of deprivation had been extended. Thus the popula- 
tion expected an immediate and substantial relief at the end of 
hostilities.^ (2) At the same time the state of capital equipment 
was such as to justify serious apprehension. Britain had entered 
the war in 1939 with a capital stock which was relatively inferior to 
that of her main competitors^ — despite the recovery made after 
1932. A number of interesting studies have shown the continued 
relative decline of British manufacture in comparison with that in 
the United States and even in Germany. The effects of this decline 
on the standard of life were largely offset in the inter-war period by 
a substantial improvement in the terms of trade. During the war, 
as we have seen, a further serious depletion and obsolescence took 
place, not least in working capital. In view of the loss of foreign 
assets and income, however, and the consequent need for increased 
exports, the improvement in the terms of trade could no longer be 
counted upon to help the country. The increase in world population 
and war devastation made a worsening not unlikely. In view, in 
particular, of the pledge given by the Coalition Government to 
adhere to ^'free market” economics on a non-discriminatory basis 
in international relations, the most determined effort to re-establish 
the British industrial efficiency was essential, if the country's standard 
of life was to be safeguarded, 

A substantial reserve of productive power was available, of 
course, in the very fact that Britain had mobilized her manpower 
(including women) more fully than had any country but Russia. In 
1944 the Government expenditure on goods and seiwices amounted 
to £5.2 billion as against £0.8 billion in 1938. Even a pessimist 
could hope that a cut to, say, £1.6 billion would prove feasible. This 
would have released some £3.6 billion gross for other purposes if 

1. Naiimal Iricorne. Cmd. 7371, p. 71, Table 21. 

2. This optimism was fostered by ministerial statements that productivity 
had risen faster during the war than in the inter-war period, statements that 
^re to mislead a number of careful observers (cf., e.g., Beveridge, Full Emvloymmt 
in a Free Society, Appendix C, p. 370). 

3. E. g., L. Rostas, Ecommic Journal, 1043, p. 43; and T. Bama, Bulletin 
of mOitford Institute of Statistics, July 1946. It is characteristic of the attitude 
of a broad segment of British opinion that either these facts were denied or 
mims advanced that the smaller output per head was more ^‘economic” for 
pntam. 
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no change in the volume of national output had occurred. The net 
gain for civilian purposes would have been considerably smaller; for, 
apart from Lend-Lease, Britain in 1944 incurred £0.5 billion disinvest- 
ment at home and £0.66 abroad. But even so, ceteris paribus, some 
£2.7 billion were at the disposal of the Govermnent for the increase 
in consumption and net investment, or over 30 per cent of the 1938 
national income (the average price level having by then risen by some 
50 per cent as compared with 1938).* 

Even more important could have been (especially in the longer 
run) the contribution due to increased efficiency. To a large extent, 
improvement depended on capital investment and therefore could 
not at first be coimted upon. But a great deal could have been 
accomplished by methods which did not absorb scarce resources, 
manpower and imports; the concentration of production on the most 
efficient plants, combined with double shift working; the standardiz- 
ation of products; the reorganization of the layout and working 
methods (including labor management), the rationalization of distri- 
bution, could be expected to sdeld handsome returns.* The spread 
of oligopoly and cartellization had so distorted British production 
that a major readjustment was necessary. At the same time the 
restrictive practices of trade unions and obsolete wage-systems which 
hindered efficiency also had to be altered. In many key industries, 
among which coal is notable, their unfavorable effect on production 
is considerable. Altogether, a coherent and determined effort at 
industrial reorganization might, even in the short run, have increased 
physical output by between 10 to 20 per cent. This represented 
another £500 to £1,000 million at 1945 prices. 

Had the Government succeeded in mobilizing this output- 
capacity, the British problem could by now, in the main, have been 
solved. It is quite clear, however, that this is far from being the case, 
despite the generous help received from the United States — which 
moreover consented to waive those onerous conditions which first 
threatened to reduce its effectiveness. 

Having regard to the extremely adverse conditions which 
Britain faced immediately after the war, her record of productive 
effort is more than creditable. The return to peace-time production 
demanded a huge re-deplo 3 nnent of manpower and considerable 
changes in equipment. ]^en a well-provided economy would have 

4. D. Champeniowae, “National Income,” BulMm qf tte Oaford InstiMe 
of StaHstics, May 1946. 

6. The most important firm to chocolate manufacturing estimated the 
increase to productivity as a result of the vmr-time introduction of some of these 
measures at well over a quarter. 
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taken some time for a full peace effort. And the British economy 
had no commodity reserves; it was an “empty economy” at the 
beginning (and not as some suggest at the end) of the process of 
reconversion. The initial difficulties in the way of increased output 
were proportionately greater and the time needed to overcome them 
longer. As facts became available, charges repeatedly and vehe- 
mently made that planning caused a fall in production (charges 
mainly based on impressions derived from the fuel crisis which, though 
disastrous, lasted only a few weeks) were disproved: 

TABLE I 

BbITISH iNDtrSTBIAL PbODTJCTION 

London, Cambridge^ Central Statistical Euroi^ean 

Economic Service Office Commission 

1946 * 100 1946 « 100 1946 « 100» 


1935 1946 

weights weights 


1935 

100» 

88 

95 


1936 

110 

97 

104 


1937 

117 

104 

111 


1938 

109 

98 

104 

95.7 

1946 

100 

100 

100 

IW 

1947 

109 

... 

108 

110.5 

1948 (Iqtr).... 

120 

... 

119.6 


(2qtr) 

120.6 

• • • 

121.6 

. . • • 

(8qtr).... 

113.3 

... 

113 

.... 

(October) . 

124 

... 

127 

.... 

(November) 

126 

. . . 

129 

.... 


i Excludes finished munitions. 

^ * The weights used were the «ometric mean between 1935 and 1946 weights, the difference 
being some 5 per cent in favor of the inda with 1946 weights. 

* Original base 1938. 

^ Last quarter extrapolated. 

After the first war — much less exhausting and devastating in 
its effects — British manufacturing output did not recover pre-war 
levels until 1929 and then only for a year.® 

The output of agriculture is some six per cent above pre-war.^ 

There can be little doubt that a very different impression was 
created both at home and abroad by the general tenor of “expert” 
British economic criticism of the Government's policy. 

This relatively rapid redeplo 3 nnent and expansion of industry 
was made possible by continued full employment (not experienced 

6. League of Na,tiom, Iruiustridizaiim and Foreign Trade, 1945. Annex A. 
p. 1^. ^e somewhat earKer recovery of national real income must be attributed 
to the change in the terms of trade in favor of Britain. 

7. U. N. O. European Economic Commission Report, p. 11. Relative levels 
comparable to the present were achieved only after 16 years in 1936, 
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between the two wars) and the absence of strikes. Unenxplo 3 onent, 
which in the whole of the inter-war period only twice dipped below 
10 per cent (and then very slightly and for a few months) was reduced 
to less than three per cent. The loss of working days as a result of 
industrial disputes was 2.2 million days in 1946 and 2.4 million in 
1947. In the first post-war period it had been 36.3 millions in 1919, 
28.9 millions in 1920, 82.3 millions in 1921, and 19.7 nfiillifma in 1922. 
Continental countries which have decontrolled their economy show 
similarity to the first post-war pattern in Britain, especially in the 
number and duration of strikes. The increase in productive power 
of Britain as a result of avoiding them (apart from their adverse 
influence on general productivity) amounts to 1-2 per cent of output. 

Nevertheless, a much greater effort would have been needed in 
order to restore the balance of the Britidi economy, and this effort 
might have been made. The reasons for this relative failure are 
partly in the field of economic policy and even there they were only 
partially within the power of Britain to remedy. 

(1) In the internaiional field two reasons were important; the 
military and other external commitments of the Government, and 
the unfavorable turn in the terms of trade. 

(o) The first of these not merely inflicted a loss of foreign 
exchange, but resulted in a massive absorption of manpower. In 
the middle of 1946 still just over two million men were in the armed 
forces as against less than half a million in 1939. To this has to be 
added some 0.3 million industrial staff employed by the services 
and an administrative staff of almost 180,000 as against 165,000 
and 52,000 in 1939. Another 715,000 were working for the services 
in industry in 1946. Even by the middle of 1947 these numbers only 
diminished to 1.3 million, 277,000, 146,000, and 450,000, respectively. 
The unsettled conditions of the world no doubt demanded a h^er 
force than in pre-war years. But it is arguable that immediately 
after the war the danger of a new outbreak was less, and the longer 
run strength of the country depended on a sound industrial base. 
On the average the tardiness of demobilization cost the country in 
the two years some 1.5 million man years, or some five per cent 
of national output. Eelative to the United States — especially in 
ter ms of investment capacity — this' represented a multiple drain 
oh resources. 

In 1946 the direct burden of the Government oamraitmmts 
abroad was £564 million or £194 million larger than the deficit in 
the balance of payments. In 1947 this fell to £374 million, while 
the deficit rose to £630 million or £256 million more than Govern- 
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ment expenditure. The indirect burden in terms of lost production 
might be estimated as at least £700 million, in these two years. 
The total burden was therefore well over the whole of the loan 
from the United States and Canada. No doubt some of this expendi- 
ture could not be avoided, but it would not be over-optimistic to 
claim that at least a large part could have been used to diminish our 
foreign deficit. This would have enabled Britain to use the United 
States loan to improve her capital equipment and replenish her stocks 
of raw materials and manufactures and thus accelerate the expan- 
sion of production. The cumulative effects of this can hardly be 
overestimated, for a small increase in total production means an 
appreciable narrowing of the gap.^ 

(6) The second factor which has retarded progress towards 
international balance was the worsening of the terms of trade. Until 
1944 these were practically unchanged as compared with pre-war. 
Since then Britain experienced a deterioration of some 12 per cent, 
mainly as a result of the decontrol in the United States and the 
subsequent open inflation in the world markets. Had prices been 
unchanged as compared with pre-war the adverse balance of visible 
trade in 1946 would have been transformed into a surplus of almost 
£100 million and the deficit in 1947 decreased from some £440 mil- 
lion to less than £150 million. 

Although this movement undoubtedly explains some of Britain's 
dfficulties, it should not be attributed to temporary circumstances 
alone, and thus justify complacency. As it will be argued below, it 
does not as yet reflect the adverse turn due to the war in the bas'ic 

8. A further important cause of the loss of foreign exchange was the export 
of capital and repayment of war-debt. The latter has been especially sharply 
attacked and exceetogly high figures — up to £450 million — have been bandied 
about in the critical months after the suspension of convertibility. As a matter of 
fact, net repayment of sterling balances in the two years 1946 and 1947 amounted 
to only £100 million, a ve^ small amount if we consider that the balances 
amount to some £4,000 million, and that most of them belong to poor countries 
in stratepcally vital areas. The suggestion that these balances could be wholly 
defaulted upon and the gold reserve (partly accumulated with the help of those 
countries who own them) exclusively used to maintain a (higher) British standard, 
seems unreasonable and certainly incompatible with either the restoration of 
^ndon as an international monetary center or the possibility of further borrow- 
ing in this exceedingly cheap manner. Somewhat more questionable is the legal 
export of capital to the sterling area amounting to more than £300 million in 
the same period. Some of this was necessary for colonial reconstruction, but 
much of it was a ‘‘legalked” capital fii^t. And the relative laxity of the exchange 
control hM made possible a substantive illegal fli^t of capital (mainly through 
understating export and overstating import values and through the sale of assets 
at less than full value). The control has how been tightened. Many loopholes 
were the direct consequence of the restoration of convertibility which made an 
adequate check of balances impossible. 
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relations of manufactures to primary products. It is still rather more 
favorable as yet than it was in the boom years of 1937 and 1929; 
and as the prices of primary products are notoriously more volatile 
than those of manufactures, the adverse shift could have been expected 
in conditions of world-wide prosperity. Even if the exceptional 
shortages and high prices due to the European crop failure in 1947 
will be eased and with it the short run position of Britain improved, 
in the long run severe pressure must be expected on prices of manu- 
factures as Europe and Japan revive. 

The Government has failed — except for the so-called groundnut 
schemes and some contracts of the Ministry of Food (e.g., the Cana- 
dian wheat purchase) — to use bulk-purchase methods to help in 
solving this problem. Merely to centralize purchasing will remain 
a somewhat risky game in Britain in view of the fact that the selling 
countries might also adopt this expedient and they are in a better 
bargaining position under present circumstances to extort high 
prices. What was needed was the positive use of long-term guarantees 
to provide greater security to the producers by offering long-term 
contracts, and thus'obtain favorable prices and stimulate an increase 
of the total supplies of primary products.® Most of the contracts, 
however, were for a year only and they covered mostly commodities 
already exported by the same areas prior to the war. Moreover, the 
Government agencies responsible for bulk purchasing were recruited 
from ‘‘existing trade channels’^ and worked through them. The 
checks on the policy of these “mixed^' agencies, implied in the normal 
competitive pressure, disappeared. The result was, in many instances 
— especially food — the worst of both worlds.^ 

(2) The main internal causes for the failure to expand production 
fast enough to meet the external drain were partly connected with 
the manpower policy followed, partly with the inability to press for 
industrial reorganization. Progress in both fields was much impeded 
by the traditional resistance against reform of both employers' 
associations and trade unions, which was the direct consequence of 
the disastrous depression. 

(a) Working population shrank considerably (apart from its 
partial unproductive absorption discussed above), from 21.6 millions 
in 1945 to 19.9 millions in March, 1948. The working week also 
decreased from a standard 48 hours towards 40-44 hours.® The two 

9. The discontinuation of the long-term bulk purchase of nonferrous metals 
and other supplies has resulted in prodigious losses for Britain. 

1. Cf., for a more detailed discussion, my article on the British Balance of 
Payments, BuMetin of the Oxford Institute of Statistics, Vol. 9, No. 7, p. 223. 

2. Cf. Annual Abstract of Staiistics, No. 1^, 1936-1946. 
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together account for over ten per cent decline in potential maximum 
productive effort of the interwar period. 

Part of this loss was inevitable. During the war married women 
and old people entered production, and their partial retirement was 
unavoidable. Relative wages of women have not improved — another 
sign of the inadequacy, from a national pomt of view, of collective 
bargaining — and taxation acted as a strong disincentive. The rate 
of retirement was greater than it need have, or ought to have, been. 
The decline in hours worked, which certainly had been excessive 
during the war, was also to be expected. Unfortunately, the push 
for a sharply reduced working wedc, and not merely for a reduction 
of the excessive overtime, was far greater than was either expected 
or compatible with a quick recovery. This is another instance where 
the strong bargaining position of the trade unions was not deflected 
by timely action to the benefit of the whole community. 

(6) Apart from this serious loss of potential productive capacity, 
the Government consented to a rapid abolition of controls over man- 
power. Not merely was industrial conscription ended — a compre- 
hensible and desirable step — but aU measures enabling an indirect 
influence on the distribution of manpower, e.g., the provision that 
workers could only be engaged through oflScial labor exchanges, and 
the restrictions on employers, were also withdrawn. The failure, in 
the name of non-interference with ‘Tree collective bargaining,'' to 
establish relative wages in accordance with the requirements; and 
the failure to reform obsolete wage-systems, which militate against 
increased effort; combined with the relaxation of physical controls 
over production and raw materials, retarded production. The 
monetary tension which tended to suck productive factors towards 
the ‘Tuxuiy" industries, which were not, or not as strictly, controlled 
as “essentials,” thus caused a maldistribution of the labor force. 
Essential industries remained undermanned and— especially in coal 
and consequently in steel — acute bottlenecks originated, constricting 
the effort of the whole community.^ Added to the lifting of controls 
under the last Churchill Cabinet and continued by the Labor Govern- 
ment in 1945-46, was the anxiety of the latter to avoid even transi- 
tional unemployment. Instead of enforcing as quickly as possible 
the once-for-all adjustment in the distribution of manpower necessi- 
tated by the reconversion to a peace-economy and more especially 
by the need to pay for imports by exports, the existence of the “pent- 

3. Inamgratbn was not sufficiently early and adequately tackled. The 
^ons in some important instances at first refused to admit foreign workers for 
fear of renewed unemployment. 
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up’' demand was permitted to stabilize employment in unessential 
but more congenial occupations.^ This need not have involved 
much or lengthy unemployment. The creation of vested interest 
in the ''new” (gadget) industries made subsequent action much 
more difficult. 

(c) In contrast to the handling of the problem of obtaining a 
suitable relative wage level, the Government was successful in prevent- 
ing a runaway increase in absolute wages. The rise in wage rates from 
150 in mid-1945 (September 1939 = 100) to 170 at the end of 1947 
was certainly not cumulative and to some extent represented the 
readjustment due to the cessation of the war-time overtime. In 
this success both subsidies and price-control, the abolition of which 
was demanded by the critics, played a vital part. It has to be admit- 
ted, however, that an even earlier stand or at least an educational 
campaign against pressing for general wage rises would have been 
saluta,ry. 

(d) The post-war decontrol had other unfavorable effects. 
Certain consumption-goods industries had been rationalized during 
the war by closing down some units and concentrating production 
on the more efficient plants or on factories whose manpower could 
not easily be used for the war-effort,® The Coalition Government, 
not taking into account the problem of the balance of payments, 
promised to end these concentration schemes after the end of hostili- 
ties. This promise was not reconsidered despite the continued need 
to use manpower as fully and as efficiently as possible. In conse- 
quence an already inadequate manpower was spread over a greatly 
increased number of factories hardly any one of which could be 
manned fully. Overhead costs rose and output per man declined. 
In cotton spinning, e.g., one of the most important bottleneck 
industries, this decline was over ten per cent.® 

4. The stimulus to the provision of electric appliances by reducing the 
purchase tax charged on them and providing scarce raw materials at a time when 
the insufficiency of generating plant was obvious, was one of the more glaring 
instances. The decontrol of material allocation in the textile trade was responsible 
for the clothing muddle in 1948 when stocks accumulated. In consequence, the 
home consumption of textiles was permitted to increase despite the fact that 
textiles remain one of the most remunerative exports, Cf., below. 

5. Unfortunately most of the concentration schemes were not effected by 
forming temporary holding companies as advocated by those who foresaw the 
probable post-war crisis, but by inter-firm agreements which did not safegu^d 
the goodwill of the firms which had to close down. Consequently the hardships 
involved by continuing it would have been much grater. But even in the soft- 
drinks industry where no such hardship was involved, deconcentration was 
permitted. 

6. Characteristically the deconcentration of petrol distribution • was 
announced on almost the same day on which petrol allocations for private motor- 
ing were suspended altogether because of the convertibility crisis. 
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(e) Price control was considerably relaxed over a wide field. 
This, as we have already mentioned, caused a diversion of effort 
towards the non-controlled, unessential sector where profits rose. 
Where price-control was retained, it was based largely on a cost-plus 
baas or on the cost of the least efficient firms. This destroyed incen- 
tive for greater efficiency. Moreover, in many important fields, 
government intervention took the form of “volimtary gentlemen’s 
agreements.” All this strengthened the hand of trade associations; 
and the collusive administration of controls between government 
and industry further increased the oligopolistic and monopolistic 
features (already very ominous before the war) of the British industrial 
system. 

Scarce resources were allocated with reference to the consumption 
in a base period — generally 1938 or 1939 — which had no relevance 
whatever to the present position and even less to the solution of the 
problems facing Britain. The entry of new firms was prevented or 
made more difficult. The rigidity and inefficiency of the system thus 
further increased. The restoration of “consumers’ choice” in these 
conditions in effect meant the restoration of the producer’s domina- 
tion and his success in creating, through product differentiation, 
“secure” markets, and increased the munber of models and types 
produced at the cost of efficiency and competitiveness. The relaxa^ 
tion of controls, moreover, resulted in a reduction of stocks in 1946 
with unfavorable consequences on productivity. The coal crisis was 
only the most dramatic of these. 

The British problem cannot be judged on the basis of United 
States experience. The eager striving for greater labor saving so 
characteristic of the United States remains almost completely absent 
in Britain. The sdf-restraints in British industry cannot easily be 
comprehended elsewhere, if the statutory attack on monopoly was 
largely unsuccessful in America the rather feebler attempts in Britain 
have no chance of success. Only an energetic combination of price- 
controls based on the cost of efficient producers, of compulsory 
standardization and of concentration, aided by suitable raw material 
allocation policies based on efficiency, could enable Britain to over- 
come her industrial handicaps without a severe deflationary crisis. 
There is no time to rely on the increase of effiiciency through an 
ext^ve investment program. In Britain the results which in the 
United States might be brought about by decontrol and the inherent 
dynamism of the competitive market system could only be enforced 
by price ^d production controls. But such control needs to be far 
more efficient and ruthless than it has been hitherto. 
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(/) Nor has the government made full use of its own legislative 
and social program to promote eflBlciency. So far as the program of 
nationalization — except perhaps steel — is concerned, it was politi- 
cally pre-determined and economically not controversial. But it 
should have been used for far-reaching reorganization of labor rela- 
tions and of wage-systems. This did not happen. It would, more- 
over, have been prudent to make more obvious provision to ouvrir 
la carriere au talent. As it was, the nomination of trade union ofl&cials 
to high executive positons merely increased the internal struggle 
between the officials and the more ambitious of the rank and file, 
who wished to succeed them and therefore tried to outbid them for 
popular favor. Instead of canalizing talent towards a career within 
an industry through technical education, it was diverted toward 
political activity. The inevitable re-employment of the members 
of the old technical staffs, whose relations to the men had not been 
smooth, added to the grievances. The employment of erstwhile 
civil servants who found it difficult to grasp the human and business 
problems involved did not help. The increasing distance between 
the center and the working-places — an inescapable result of the 
amalgamation of small units into nation-wide corporations — was 
not bridged by suitable direct contacts. The result was indifferent 
organization and unofficial strikes, which detracted from the otherwise 
impressive success of, e.g., the nationalization of coal mines. 

Nor was the large program of internal development — especially 
housing and social services — used to develop the mass-production 
of standard goods. As we have seen, the production of “standard’’ 
(utility) goods was discontinued over a large field. But the Govern- 
ment did not even use its power to guarantee large markets to tempt 
manufacturers into industrial reorganization. Had, e.g., the refrig- 
erator industry been guaranteed the sale of 400,000 units over a 
period of years it could have cut costs to less than a third of those 
now prevailing. The importance of such a move for the export drive 
cannot be too much stressed. Altogether, it is no exaggeration to 
conclude that the Government has missed the chance of increasing 
British production by at least another 15-20 per cent — however 
creditable its accomplishment may be in comparison with the results 
achieved after 1918 or with those in European countries in which 
“freedom” was restored. 

(g) The combination of these factors made itself inevitably 
felt on exports where control was also considerably released. The 
priority of export orders prescribed was not backed by strict raw 
material allocations. Nor was the licensing of exports continued. 
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Consequeatly the spectacular recovery of exports from 45.8 per cent 
of their pre-war volume in 1945 to 99.3 per cent in 1946 did not 
continue in the first half of 1947. Indeed a relapse occurred. 
Volume op Expobts (1938 = 100) 


1945 (year) 45.8 

1946 (year) 99.3 

(4t]i quarter) 111.8 

1947 (1st quarter) 100.6 

(2d quarter) 101.9 

(3d quarter) 113.9 

(4th quarter) 118. 

1948 (1st quarter) 125.6 

(2d quarter) 134.3 

(3d quarter) 138.2 

(4th quarter) 146.3 


Moreover, exports to “soft*’ currency countries, which were more 
profitable at the current rates of exchange, showed a substantially 
greater increase than those to areas from which essential food and 
raw-material imports had to be obtained. Devaluing sterling would 
not have helped under these circumstances (even if offsetting wage- 
increases could have been avoided and export prices increased to 
the maximum possible so as to avoid a violent worsening in the 
terms of trade), as the relative attractiveness of foreign markets 
would not have been influenced by this measure. More could have 
been achieved by refusing to sell except against “available” sterling 
(i,e., sterling balances held by foreign countries as a result of current 
transactions)^ or gold. And the attraction of the home market had 
to be countered. Despite the fall in the productive potential and the 
continued drain on civilian manpower, consumption was permitted 
to increase from 1945 to 1946 by some ten per cent, and in 1947 
increased further by another three per cent. It may not have recov- 
ered to the pre-war level* but the fall, even per head, is small indeed.® 

7. La distmction to “old” pre-war or war-tinxe balances. 

8. The White Paper estimates a slight increase but it does not however 
take into account quality changes and probably understates the rise in prices. 
Gmd. 7371, p. 41. 

Pbesonal ExBBirorruBB at 1938 Prices (£ million) 

1938 1944 1945 1946 1947 

4,^ 3,706 3,921 4,292 4,424 

9. Of. G, D. N. Worswick, “A Fall in Consumption,” Bulletin of the Ooi^ford 
Inskituie qf SUxtislics (June 1948), Vol. 10, No. 6. It is interesting to compare 
the facts now available with the ^d statements on production and consumption 
by the critics of the Government made while neither production nor consumption 
Indices wi^ available. The fact that the hi^ income tax promotes filai TYia for 
expenses which do not appear in the national income figure leads to an under- 
rsther than to an overstatement of the productive effort. 
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It is the non-availability of goods which conunand high consumers’ 
surpluses, the deterioration in the stock of durable consumers’ goods 
(including houses), and the greater social equality which had to be 
obtained by reducing the share of the more prosperous and therefore 
more articulate classes of the community, which has created the 
impression of grave impoverishment. The supply of durable goods, 
including houses, increased sharply, and there was a substantial 
expansion in other — non-essential — services and goods, — the 
obverse effect of the decontrol over production which has been dis- 
cussed above. There can be no doubt that rationing, price-control, 
and subsidies to essentials created an artificial demand for non- 
essentials. But this does not mean that the measures taken in reject 
of the former were unjustified. It means that they should have been 
accompanied by controls necessary to maintain equilibrium. 

The fact that shortages have led to the adoption of fair shares 
in the distribution of necessities does not eliminate the need for 
inequality of income to give incentive. Only the incentive is by 
common consent limited to (semi) luxuries so as not to involve hard- 
ship. It behooves an advanced community so to educate its members 
that discipline should be possible even without the whip of starvation. 
On the other hand, if such a system is established, the encroachment 
of unessentials on the total effort must be prevented by direct controls. 
The anxiety of the Government to avoid even short-term frictional 
unemplo 3 rment was to some extent responsible for their failure to 
deal with this problem. The insistent demand for derationing and 
high consumption, backed by reputable experts, however, made 
the necessary “austerity” almost impossible. 

The Government’s record is thus better than the critics admit. 
The alternative policies advocated would, as in France and Italy, 
have led to social trouble and economic frustration. The Govern- 
ment’s failures — in a position of unparalleled di£5ioulties caused by 
the war — were due to its ceding to popular clamor (to a large extent 
supported by the majority of expert opinion within and without the 
Government) both in relaxing controls over production and in permit- 
ting so large an increase in consumption. Moreover, an inordinate 
and invaluable period was wasted until a central planning agency 
was established and properly staffed. Consequently there was an 
inexplicable delay before it was realized that the country’s external 
commitments were out of balance with its economic streiigth, before 
action was taken to readjust them, and also, before steps were taken 
'to increase and secure a balance in productive capacity. 
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IV . The Elements of a Solution 
The external coromitncieiits of the country, the worsening of the 
terms of trade, together with the internal decontrol and the conse- 
quent misdirection of production and undue increase in consumption, 
led to a rapid deterioration of the current balance of payments of 
Britain in 1947. The loss of reserves due to incomplete control and 
capital exports was even worse. 


U. K. Balance of Payments (Millions) * 



Imports 

f.o.b. 

Exports and re- 
ei^orts f.o.b. 

Balance on 
vinble trade 

Inviables 

(net) 

Total balance on 
current account 

Total loss 
of reserves 

1946 
1st half 

502 

392 

- no 

- 120 

-230 

80 

2d half 

590 

498 

- 92 

- 48 

- 140 

146 

1947 
1st half 

725 

511 

-214 

- 121 

-335 

469 

2d half 

815 

591 

-224 

- 71 

-295 

555 

1948 
1st half 

887 

731 

- 156 

+ 16 

- 140 

254 


1 H. C. Deb., Vol. 466, No. 8 (23rd September, 1948), Columns 137 and 138. Figures for the 
second half are not yet available. The dollar deficiency was more than covered by K R. P. 
the end of the year an over-all balance was more or less reestablished, although the dollar deficit 
continues. 


Despite accumulating signs of crisis (and, apparently, the willing- 
ness of the United States Government to waive the respective clauses 
of the Anglo-United States Financial Agreement) convertibility was 
introduced in July, 1947. It had to be suspended within a month. 
As the Administration had expressed complete assurance in its 
ability to fulfil the obligations which it had undertaken despite 
repeated warnings, confidence was severely shaken and a far-reaching 
reconsideration of policy took place. 

It was agreed on all sides that measures had to be taken to bring 
effective demand and supply into a more balanced relation. The 
question was whether this was to be done by global measures restrict- 
ing monetary demand, while freeing both it and supply of direct 
controls; or was the nominal money demand to be more severely 
controlled, its disturbing effects on the distribution of productive 
resources curbed, and steps taken to increase supply by direct inter- 
vention and stimulus. In this way the pent-up demand could also 
be el i min ated or at least sterilized. In the end, a compromise was 
arrived at — mainly under the pressure of political forces --- and a 
mi^re of these policies was applied. In the foreign field the strength- 
ening of direct controls prevailed — if for no other reason because 
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time (and reserves) were lacking to test the alternative. In the 
domestic field the “global” measures were more predominant. It 
will be shown that their consequences were not altogether favorable. 

In the field of foreign economic policy the retreat towards 
bilateralism was the more precipitate as the confidence of the experts 
in the soundness of the experiment in non-discrimination and uni- 
lateral convertibility had prevented any preparations of an alternative 
policy, and no reserves remained. Imports from the Western Hemi- 
sphere were sharply cut. Despite a further rise of more than 10 per 
cent in foreign prices and increasing need for raw materials due to 
the expansion of output, the Government managed to keep imports 
from rising proportionately. Controls over exports were reintroduced 
and the system of priority allocations was considerably reinforced. 
This produced a spectacular increase in the volume of exports from 
roughly 100 per cent of 1938, in the first half of 1947, to almost 150 
per cent in the middle of 1948, an advance the rapidity and extent 
of which is hardly paralleled by any country.^ Despite misgivings 
voiced, Britain did not find much diflSculty in concluding a consider- 
able number of trade and payments agreements which brought its 
balance of trade more into equilibrium and prevented further losses 
of dollars and gold. Despite (or perhaps rather because of) the drop- 
ping of convertibility, she succeeded in limiting the drain on accumu- 
lated sterling balances and in limiting the legal and illegal flight of 
capital. Equally important was the cut in the gross cost of foreign 
commitments of the Government from £564 million in 1946 to £236 
million (annual rate) in the first half of 1948, and in net cost from 
£291 million to £114 million. As the foreign income of the Govern- 
ment was temporary, the cut in gross cost was essential. Altogether 
the foreign balance improved from a deficit of £335 million in the 
first half of 1947 to only £140 million in the first half of 1948. This 
was all but within the limits of the Marshall Aid which had in the 
meantime been put into execution by the United States, thus effec- 
tively reversing the American foreign economic policy hitherto 
pursued. In the second half of 1948 a further considerable improve- 
ment took place. 

The British domestic economic policy also underwent consider- 
able, though less abrupt, changes. These can be divided into two 
groups: on the one hand the relaxation of controls was reversed and 
measures were taken to limit Government commitments to set free 
productive resources. On the other hand, and mainly tmder the 

1. See table, p. 48. The figure for July, 1948 was 149. The target for 
June was 140; for December, 160. (Economic Survey for 1948. Cmd. 7347, p. 8.) 
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impact of the violent criticism against Government policy suggesting 
that the breakdown had been caused by inflation, steps were initiated 
to cut money demand. The “cheap money” policy was reversed, 
taxation was increased, subsidies reduced, and investment projects 
cut. 

A clc^r analysis shows that the former steps had a far greater 
effect, and moreover that the latter had some unfavorable re- 
percussions. 

Elaborate calculations have been made® to demonstrate that a 
dramatic change in the British monetary background has taken place 
at the turn of the new financial year (April 1 in Britain), usually 
accompanied by eulogies of Sir Stafford Cripps’ new policy. The 
Chancellor certainly deserves high praise for his determination to 
dispel that air of unreality which surrounded the discussion of both 
domestic and foreign economic policy, and to call attention to the 
grave long-run position of the country. But the turn of events cannot 
by any means be attributed solely or even mainly to the change in 
the monetary background. The autumn budget of 1947 increased 
prospective revenue by some £250 million. It was harshly criticized 
as insufficient. Yet taxation was not further increased. The changes 
in taxation decided upon in the 1948-49 budget were “inflationary” 
on any sensible definition: direct taxation on income was cut by 
£103.5 million while indirect taxation was increased by some £40 
million only. The capital levy, true enough, is expected to bring 
in £105 million, but an overwhelming part will certainly be paid 
out of capital and will not diminish outlay. The change from a 
“laue” deficit of £432 million in the calendar year 1947 to a “surplus” 
of £315 million in the financial year April 194S-March 1949, is 
certainly dramatic — almost £750 million, or little less than 10 per 
cent of the national income, at factor cost.* But, as we have seen,* 
from im economic point of view these calculations are rather too 
“schematic.” It is not true, e.g., that the sale of surplus stores has 
no “disinflationary” effect in a position where pent-up is 

not restricted to the consumers’ sphere. On the other hand, many 
“capital” repayments, e.g. warslamage payments, are “sterilized” 
by effective controls on capital expenditure ,* and income tax pajnments, 
though they fall due seasonally, are anticipated by the taxpayer in 
his decisions of spending. The change was much more continuous 

2. E.g., fi. C. “^le Budget aud the National Income, " London and 
Cambridge Eeoaomie Service, VoL XXVI, No. II (May, 1948) 

3. Ibid., p. 43; 

4. Cf. above, p. 36. 
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than these figures suggest and came about more through a decline 
of expenditure than through an increase in revenue. 

The abandonment of “cheap” money resulted in an increase of 
the rate of interest from roughly 2 to 3 per cent on medium Govern- 
ment stock. This small change certainly could not influence invest- 
ment decisions. Even a much greater rise would hardly have had 
substantial effects as the liquid reserves of firms made them independ- 
ent of the capital market. It is questionable, moreover, whether 
in Britain at present the usual market process could satisfactorily 
differentiate between different projects even if it could be made 
effective. The relative attractiveness of different projects could only 
be compared by that method if prices were free. But the freeing of 
prices would not merely raise them well above long-run equilibrium 
prices but would also start a violent inflationary spiral which would 
render all comparison impossible. However imperfect the control 
of capital investment, if handled with some common sense, it serves 
the purpose more satisfactorily. A rise in interest rates without 
decontrolling prices would not reflect “natural” relations but merely 
indicate differences in the price policy of the different controls. In 
any case, when risk is absent (as it largely is in a fully employed 
country) a small rise would be completely ineffective as profit margins 
are of a higher order of magnitude. A sharp rise, on the other hand, 
is impracticable for budgetary reasons. 

It is sometimes suggested that “dearer” money, by diminishing 
stock exchange values, at least depressed consumption power. Even 
this is questionable. Those speculators who were active and spent 
freely when prices were increasing had liquidated their holdings. 
The trusts and institutional holders of securities will hardly have 
decreased their outlay (the increase in spendable income as against 
capital appreciation was the much-complained-of result of the cheap 
money policy) as a result of a depreciation of capital. Althou^ there 
were strong arguments against a conUnuedfaM in interest rates, their 
rise must in the long run be harmful. 

Even more questionable was the wisdom of the proposal to 
cut investment, put forward by a section of economic experts. 

Investment in fixed capital (including housii^) was only £1,200 
million in 1946 as against £760 million in 1938. But the price of 
capital goods had more than doubled in the meantime. In 1947 
gross investinent rose to just under £2,000 miUiqn® and was to be 

S. National Income. Cmd. 7371. In an earlier White Pap<»' on Capital 
Inveetment the jSgures given were £15S0 million for the middle of 1947 and £1600 
million for the middle of 1948. These figures exclude changes in the value of 
stocks and only take account of certain kinds of mvestment in hourang and 
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reduced by some 15 per cent. To those economists who claim that 
the global amount of investment was too ambitious, the answer is 
simple. The war-damage and obsolescence not made good was very 
heavy, amounting to probably not less than £3,000 million. The 
capital equipment continues to be exhausted by its fuller rate of 
utilization. The depreciation allowances even in 1938 amounted to 
some £450 million or some £1,000 million at present prices. The 
Government measure (which was a much watered form of the pro- 
posals of the orthodox economists) meant in fact a reduction of net 
investment to, at most, £750 million or, in terms of 1938 prices, less 
than £400 million, i.e., roughly equal to the insuflSicient investment 
of the slump year of 1938. This cut was administered at a time 
when the United States rate of investment was, on any calculation, 
at a record level and United States industrial productivity had 
sensibly increased above pre-war, w^hich in its turn was a multiple 
of the British. The campaign which suggested that hardships could 
be avoided and both consumption and the balance of payments 
simultaneously restored by diminishing capital investment was not 
merely based on the crude statistical fallacy of counting the factors 
released doubly. It also had most regrettable psychological conse- 
quences by suggesting that the crisis was of a superficial character 
and easily curable without discomfort now or in the future. Nothing 
could have been more unfortunate. 

There was, however, a more specific and less extreme criticism 
against the investment program. This attacked partly the costliness 
and elaborateness of the housing program. Moreover, it was sug- 
gested that the lack of central co-ordination, to which reference has 
aheady been made, resulted in an inflation of investment projects 
beyond the capacity to undertake them simultaneously, thus causing 
unnecessary congestion, bottlenecks, delay, and a decrease in produc- 
tivity. The review of investment projects was rightly concentrated 
on limiting further schemes until those under execution were com- 
pleted. This had an immediate and favorable influence. Actual cuts 
in investment, on the other hand, were fortunately not drastic. The 
suspension of new projects had, however, a discouraging effect on 
enterprise, the consequences of which were to show themselves 
subsequently. The standard of housing accommodation, however, 

industry. The cuts were to have amounted to some £230-250 million. Cf. 
Capital Investment in 1948. Cmd. 7268; H. M. Stationery Office. Cf. also the 
admirable critique, “Cuts in Capital Investment,” by F. A. Burchardt, in the 
Bulletin of the Oxford Institute of Statistics^ Vol. 10, No. 1 (January, 1948). The 
cuts were concentrated on the planned increase in road vehicles (50 per cent) 
while plant and machinery were to suffer less (20 per cent). 
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which had been improved considerably and thus impinged on the 
quantity of housing which could be provided, was not reviewed and 
adjusted at all.® 

The most important factor on the monetary side was, however, 
the stabilization of the pentrup demand, considerably increasing 
the effective level of net saving. At the moment of gravest appre- 
hension, a reduction in the prospective gross investment in fixed 
capital^ of the country to £ 1,550 million was aimed at. It was thought 
that £700 million of this could be covered by private means, of which 
undistributed profits were to have provided some £225 million. 
TaJdng into account the dissaving implied in the decrease of tax 
reserves, this would have necessitated personal, private saving of 
some £450 million, a high but not impossible achievement out of a 
private disposable income of almost £9,000 million. All these calcular 
tions have been upset by the increase in private saving, the expansion 
of production which had not been taken into account, and the conse- 
quent improvement in the budget and in company finance, as well as 
by the grant of Marshall Aid. By the summer of 1948 it became 
likely that the surplxis and capital maintenance of public authorities 
would be nearer to £425 million and £145 million respectively; 
Marshall Aid and other foreign disinvestment, £300-400 million; 
business depreciation allowances, £800 million. The total sum avail- 
able is, therefore, £1,670-1,770 million, excluding private saving. 
Plowed back profits will not be less than £350 million and might be 
higher. Thus £2,000 million of gross investment could be financed 
without any private saving. The Government plans foresaw only 
£1,550 million of investment including all investment financed out of 
private personal saving. Private saving will hardly be less than £250 
million (it was £450 million in 1947). Thus the flow of savings and 
the investment capacity of the country was gravely imderestimated. 

The combination of the agitation against austerity, against 
controls, and against investment had prevented or retarded the prep- 
aration of investment plans to make immediate use, for an increase 
in productive investment, of such unemployment as might arise, 
since the advisers of the Government still thought in terms of runaway 
inflation. Nor had the redeployment of labor been organized with 
sufficient care and thoroughness. The Government was therefore 
forced to retreat, both on the cuts in consumption and in investment; 

6. Of. above. 

7. It can be argued, of course, that pre-war housing standards were too low 
and that it would be unfortunate to saddle the country with housing which would 
soon have to be improved. On the other hand, the change in the size of families 
had increased the demand for smaller houses. 
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especially since the suspicion of the trade unions had been aroused, 
partly by the rise in prices (due at first mainly to increased taxes 
and the cut in subsidies, but subsequently to the rise in foreign 
prices), and partly by the propaganda against ‘ ‘over-full-employ- 
ment, which was directed maibily against their strong bargaining 
position. Subsidies were increased from an annual rate of £390 to 
£470 million, thus decreasing the budget surplus. The clothing 
ration was increased and certain items (shoes, furniture) altogether 
de-rationed.® The home supply of other goods was also permitted 
to increase. This meant a loss of potential exports. The housing 
program was restored to almost its original volume, and the main- 
tenance of 200,000 houses under construction is envisaged instead 
of only the contemplated 120,000. Much more serious was the 
decision to increase the limit of house repairs permissible without 
license from £10 to £100 per annum per house — a measure which 
might increase the volume of non-essential and unproductive invest- 
ment by some £150-200 million, a drain not easy to support. 

Thus the “disinflationary^^ program had the paradoxical result 
of diverting goods, which should have been exported, to the home 
market and of absorbing in house repairs resources which should 
have been used to increase productive investment. Of course it 
could be (and has been) argued that the Government should not 
have yielded to the political pressure resulting from unemployment 
and loss of domestic trade and should have maintained pressure on 
demand until all readjustments had been made and the “essential'' 
industries been manned. This argument is reinforced by a plea 
that decontrol of domestic prices, the cut in subsidies to the price 
of essentials, and devaluation would have further reinforced the 
effectiveness of the deflationary policy. 

The case for devaluation is completely fallacious as long as no 
resistance is encountered in export markets, since it would turn the 
terms of trade against Britain. Britain imports food and raw mate- 
rials which have well-organized markets and world prices and she 
exports manufactures which are subject to market imperfections. 
For this reason, a worsening in the terms of trade might be serious 
enough to offset any stimulus to the volume of exports. Imports 
are, in any case, held well below their “free" level and their quantum 
would not be affected by devaluation. The rest of the argument is 
even weaker. In order to obtain a margin in favor of export prices 

8. The accumulation of stocks, which forced this measure, was also the 
consequence of the decontrol over the allocation of raw materials, which led to 
a misdirection of supplies. C5f. above. Part EEL 
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as large as is maintained at present by controls (the index of average 
export values is at 251 (1938 = 100) as against a domestic wholesale 
price index of 218,® mass unemployment of a severe kind would have 
to be created.^ This fact is hardly ever faced by those who argue 
that controls are a '^blunt” weapon, incapable of working efficiently.® 

Similar considerations must also lead to rejection of the domestic 
aspects of this policy. The unemployment required to accomplish 
the necessary shift of manpower without controls and without a 
conscious wage policy would be so high as to lead to a breakdown 
of the policy of co-operation between the unions and the Government. 
A “slight disinflation” would certainly not have sufficed. The advice 
to raise prices by decontrol and cessation of subsidies would, far 
from leading to deflation and a shift into esiport industries (because 
people would have less money to spend on non-essentials), lead to 
violent wage demands and increase the inflationary impact. Moreover, 
under those conditions the holders of liquid reserves would no longer 
hold back: an explosive cumulative process might ensue. 

The rejection of this policy by the Government was amply 
justified by the fact that the maintenance of social peace and the 
expansion of production contributed far more to the better balance 
between supply and demand than any other factor, a fact often 
slurred over in discussion of the British problem. 

Industrial output increased in 1947 by eight per cent over 1946. 
But the improvement was most striking in the last quarter of the 
year, which ran some 20 per cent above the 1946 average. In the 
first half of 1948 this advance was maintained. The consequent 
increase in supplies can be put at some £1,000 million at wholesale 

9. This comparison is not strictly justified because the export index is based 
on part of exports only. But it is indicative of the position. 

1. An even greater degree of unemployment would be required to balance 
foreign trade without quantitative controls. 

2. So much also for the fashionable view that bilateral agreements do not 
increase foreign trade under certain circumstances. British capacity to import 
was safeguarded and increased by the hurriedly negotiated (and therefore some- 
what too restrictive) trade agreements after the breakdown of the unilateral 
convertibility, which in its turn resulted in a competitive restriction on British 
exports in the futile effort to obtain dollars from her. It must be admitted, how- 
ever, that a number of complications might arise (not the least because of the 
need to spread overhead cost over a sizeable home market) which have as yet not 
been faced. The end of the sellers’ market would aggravate these problems 
because decisions would have to be reached as to how far to permit sales at home 
of products Tinsaleable abroad (at any rate for a period needed to, readjust produc- 
tion), But for aH this, the strong pressure exercised by priority raw-material 
allocations for exports and by the control of domestic prices is proven by the 
extraordinary expansion of the volume of exports in a period of fifil employment 
at home, an expansion which belies the doubte expressed by the “disinflationists.” 
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prices and the increase in the supplies for civilian purposes at £1,300 
million, or almost double even the nominal cut in monetary demand 
in consequence of budget policy (the effective cut was much less®). 
The diminution of Government expenditure abroad was matched by 
a decrease in domestic expenditure. Including only that on goods 
and services (i.e., excluding transfer payments) this decreased from 
£4,495 million in 1945 to £2,473 million and £2,168 million, respec- 
tively, in 1946 and 1947, with a further expected drop of some £100 
million in 1948. Hence there has been a substantial release of 
manpower for productive work of well on to 1.5 millions, or almost 
10 per cent, since the middle of 1946, and 0.4 millions since the middle 
of 1947, which became effective only after a certain lag. The produc- 
tion available for export and domestic civilian purposes thus increased 
even faster than total output. 

These achievements were partly the automatic consequence of 
the process of demobilization and reconversion. But to a large extent 
they were due to the gradually accelerating reversal of the decontrol 
initiated during the Coalition and Conservative Governments in 
1945 and continued by the Labor Administration. It was at last 
recognized that the maintenance of fuU employment necessitated 
planned intervention if inflation was to be avoided; and that Britain's 
international balance could not be regained without undue and 
unnecessary sacrifice (and thus the risk of social strife paralyzing 
production, as happened in some Continental European countries), 
if direct controls were not strengthened. As it was the pressure of 
events, rather than conscious policy, which brought this change 
about, it came rather belatedly, and after precious time had been lost. 

The control over employment was restored. This does not mean 
industrial conscription. It merely means that instead of the power 
of the purse combined with the whip of unemployment, an intelligent 
and discriminatory influence is exerted on employers' hiring policy. 
The charge that slavery is about to be established in Britain has 
been exposed to the ridicule of facts. At the same time, the pressure 
for higher wages which had been growing in 1947 has been checked 
by voluntary co-operation on the basis of a Government statement.** 
The most important cause of an inflationary spiral was thus stopped. 
The whole outlook now hinges on the success of this policy. Should 
the voluntary system faU, some sort of statutory power will have to 

3. Cf. above, p. 56. 

4. The increase in wages was to some extent a result of reconversion to 
peacetime production. As wages in the ^‘shrinking” industries could not be 
lowered, those in the “undermanned” trades had to be raised. But the process 
threatened to assume a cumulative character. 
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be used. Unfortunately, less attention was paid to establishing a 
relative wage structure which would help, rather than hinder, the 
redeployment of labor, and little success has been achieved in reform- 
ing the outdated wage system so as to maximize incentive. 

A further increase in prices would obviously end all hopes of 
stability. The diminution of the subsidies to the price of essential 
goods, combined with the rise in world prices, has already put a 
grave strain on labor relations. Any further cut, which seems still 
to be favored by some, would certainly unleash violent wage demands 
and inflation.* For the same reason the extension of control over 
the price of non-essential goods is an essential factor of recovery. 
True enough, the Government is only groping towards an effective 
policy on prices. Control is still based either on cost-plus or on the 
cost of the less productive firms. It is, moreover, in many cases still 
only “voluntary,” and therefore precarious, often exploitative and 
often inefficient. But a beginning has been made and it is to be 
hoped that a steady pressure will be exerted on the oligopolistic and 
monopolistically competitive price structure which had such fatal 
consequences on British efficiency between the two wars. 

Domestically the policy will be tested by its success in increasing 
production, and this can only come from increased productivity.* 
Since the first half of this year not much progress has been made. 
While all agree on the need for higher efficiency, neither the Govern- 
ment nor the two sides of industry seem willing to undertake the 
necessary reforms with vigor. Apart from intensified investment, 
which is of longer-run influence only (and which depends on whether 
the Government is strong enough to resist demands for increased 
consumption), efficiency could in the short run be increased by tech- 
nical changes, such as better layout of factories and the standardiza- 
tion and concentration of production. Some experiments have been 
made with good results (e.g., in cotton spinning), but they remain 
on a small scale. Nor has there been much progress made in establish- 
ing industrial development councils — the organization of which 
was permitted by an Act already two years on the Statute Book — 
which could undertake this task. The resistance encountered by the 
proposal to set up an Anglo-United States joint advisory council to 
explore the problem shows a disturbing spirit of complacency, and a 

6. This has been recognized by the Grovemment. The food subsidies,, 
which according to the budget speech were to have been limited to £400 million, 
have lately been increased to £470 million. Cf. my paper on “The Abolition of. 
Food Subsidies,” BvUetin of Bie Oaford InstHuie of Statistics,, November, 1948, 

0. On the methods of increasing productivity, cf. Part III. 
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reluctance to face facts. Nor was there much accomplished by way 
of reforming obsolete systems of pay which reduce incentive and 
thus obstruct progress. 

The worsening of the international situation and the consequent 
drain on manpower and production is a renewed threat to recovery, 
especially in relation to the foreign balance. That aspect of the 
British problem is now dominated by United States policy and the 
Marshall Plan. An increase in physical production which would 
restore the balance in foreign relations by 1952 is well within the 
limits of British efforts. But the conditions which might be attached 
to United States aid might easily endanger the balance of payments.^ 
The time has not yet come to discuss the probable consequences of 
an almost simultaneous cessation of aid to European countries, with 
the entry into force of the non-discrimination clauses of the I. T. 0. 
Charter (not to speak of the obligation to maintain convertibility 
which has not been formally abandoned), as the formation of a 
Western European pa 3 ?ments and trading area might profoundly 
alter prospects. Although the basic condition of recoveiy, social 
peace, has been preserved (despite the demands to pursue a policy 
leading to unemployment and a fall in real wages) and substantial 
progress made towards a reintegration of Britain into a more balanced 
world economy, the future of British recovery still hangs in the 
balance. 


V. Conclusions 


These considerations suggest that criticisms of ,the policy of 
the British Government, coupled with demands for decontrol, dis- 
inflation, and devaluation are not substantiated by a closer analysis 
of the economic developments in the country, and of the problems 
faced by it. These criticisms were based mainly on hasty impressions 
created — in the absence of reliable and up-to-date statistics — by 
the fuel crisis of 1947 and on theoretical misconceptions of the nature 
of the inflationary pressure. Moreover, they ignore the social implica- 
tions and thus the indirect economic consequences of the (monetary) 
measures advocated. The reconsideration of the salient determinants 
of the British economic position also suggests the directions in which 
a solution could be found. 

(1) There was and remains general agreement that the relation- 


7- For a more detailed discussion, cf. my articles, “Exchange Depreciation 
^ Econor^ B^justment,"' Review of Economics and Statistics (November, 
. discrimination” and “IntrarEuropean Cleariog,” Bulletin of the 
Osford InmuU of Statistics, Vol. 10 (1948), Nos. 7, 8, and 9? ^ 
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ship between effective monetary demand and supply has to be brought 
into balance, and thus the international balance of payments restored. 
The dispute on British policy centers on the method of readjustment 
only and not on the aims to be attained. The choice is between an 
attempt to return to a “free” market system on the one hand, and 
a strengthening of direct controls in order to prevent a misdirection 
of resources, on the other. We have seen that in the ^ort run, 
decontrol, deflation and devaluation could not bring about effective 
monetary balance, not merely because of the much greater relative 
volume of war-time pent-up demand in Britain as compared with 
the United States, but also because stocks of commodities are still 
extremely low and cannot be increased because of the balance of 
payments crisis. This disparity would inevitably start a cumulative 
inflationary spiral once controls were removed. The scarcity of 
stocks would accentuate the inflationary momentum by encouraging 
speculation. By maintaining controls and speeding the increase of 
productivity on the one hand, and by budgeting for a surplus on the 
other, the pent-up demand might be eliminated m the longer run. 
This demand will also tend to pre^ less on the markets as supplies 
begin to increase, and as hopes rise of being able to purchase in the 
future on better terms. The volatility of the pent-up demand enjoins 
careful planning in handling deflation, as otherwise imemployment 
might be caused suddenly if liquidity preference rose, and the man- 
power set free might not be absorbed in undermanned industries and 
in investment. The consequent political pressure might result in 
an undue increase in consumption (including durable goods). Con- 
clusions drawn from an analysis of the Briti^ or European position, 
however, are not necessarily applicable elsewhere. 

(2) The inflationary spiral in Britain (and in many other parts 
of Europe) would almost certainly become explosive in the absence 
of controls if unemployment were not extremely heavy, for otherwi^ 
wage demands would be pressed home and the bargaming power of 
the trade imions would be too strong. It is fallacious to assume that 
the level of un^ployment which is needed without controls (a) to 
keep wages stable, (b) to stimulate exports, and (c) to balance inter- 
national payments, is identical and equal to the level of unemployment 
which is inevitable as a result of people passing from job to job. This 
is far from being the case. The tighter the trade union organization, 
the larger the “industrial reserve army” needed in an unconfrolled 
economy to maintain monetary stability. “Disinflation” cannot be 
“successful” in the sense of permitting decontrol, without creating 
%memploymera. The social consequence of a deliberate policy aiming 
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at maintaining a large industrial reserve army such as the “disinfla- 
tionists^' advocate, would be incalculable. It is noteworthy that all 
European countries which attempted to re-establish a *‘free^^ market 
economy have menacing Communist movements. In contrast, those 
countries (mainly Scandinavia, Holland and the United Kingdom) 
which have controlled systems have escaped social strife. Once the 
working class is organized and the realization spreads (through the 
popular acceptance of the Keynesian view) that the level of employ- 
ment is not an unalterable consequence of the interplay of natural 
forces, the basis for the functioning of “free” markets is undermined 
(except perhaps in countries which possess an agricultural reserve 
population or in which technical progress is high enough to set free 
workers at the rate required to maintain relative stability without 
distress e. g. the United States). 

(3) The success of such “disinflation” as there has been in Britain 
seems due to accelerated demobilization and a reduction of foreign 
military commitments. Thus productive capacity increased substan- 
tially. Moreover, controls were reimposed and the distribution of 
manpower adjusted. The continued wastage through absorption 
in non-essential production was effectively limited. The inflationary 
pressure was relieved by the voluntary agreement of labor not to press 
for higher wages. This agreement was based on the maintenance of 
relatively stable prices and the continuation of the policy of full 
employment and social reform. It is unlikely that the consent of 
labor could have been obtained on other terms. 

Indeed, when the pressure of pent-up demand abated and when 
uner iployment threatened, the Government was forced by the conse- 
quent political pressure to reverse its deflationary policy. This was 
i 3ase both in consumers^ goods (clothing, furniture, house-repairs) 
ai: V hi producers’ goods (factory building). In consequence the 
opportunity to increase productive capacity and exports was lost. 
More careful plaiming might have avoided this misdirection of effort. 
The Government has not solved the once-for-all problem of the large- 
scale shift of manpower which arose as a result of reconversion to 
peace production. The relative maldistribution of manpower will 
therefore have to be relieved slowly. But no such problem is likely 
to arise again (unless war breaks out). The lesser day-to-day read- 
justment required by shifts in demand can be handled much more 
easfly. 

(4) If the suggestion that decontrol, combined with monetary 
measures aimed at reducing real effective demand, could solve the 
British short-run problem, ignores the social, and thus the indirect 



BRITAIN’S ECONOMIC PROBLEM 


63 


economic, consequences of the policy proposed, it is perhaps even 
more to be criticized from a longer-run point of view. 

(a) The abolition of key controls (as contrasted with their 
gradual relaxation and the reduction and simplification of control) 
would seem to require the permanent maintenance of a large reserve 
of unemployed. A co-ordinated wage and price policy, coupled with 
measures to steer workers into occupations where they are most 
needed, and with a control on the hiring policy of employers, will 
reduce this wastage through unemployment.® 

(b) But apart from the elimination of instability, it is fallacious 
to argue that decontrol in Britain would restore a perfectly competi- 
tive price structure and accelerate capital accumulation and economic 
progress. The British economic problem in this respect differs 
basically from that of the United States. All evidence points to the 
conclusion that decontrol would result in the continuation of trends 
towards monopolistic restrictionism which are responsible for the 
present inadequacy of British capital equipment and for inefficiency. 
Anti-monopoly legislation could not restore a workable system, for 
it cannot deal with such tacit agreements, which have been prevalent 
in Britain.® Moreover, the need for increased efficiency would seem 
to depend on a technical reorganization of industry involving large- 
scale amalgamations, concentration of production, and standardizar 
tion of products. Such large-scale changes are hardly practicable 
(and would certainly not be imdertaken) without Government inter- 
vention. This should be both positive, e.g., stimulus through guaran- 
tees of sales, provision of capital (either finance, or building and 
leasing of factories) ; and negative, e.g., pressure on excessive profit 
margins through maximum price limits. The threat of control and 
nationalization has already had very salutary effects in, e.g., the 
steel and automobile industries. Moreover such reforms , could not 
be put into effect without the closest co-operation of the trade unions. 
This would not be forthcoming in Britain without some Government 
safeguards for the workers. It is not an exaggeration to conclude 
that controls are needed in Britain to enforce effidmcy. Investment 
must also be speeded up. Voluntary savings are unlikely to be 
forthcoming in sufficient volume to sustain the required volume of 

8. Cf. (2) above. 

9. This would also affect the problems of stability, as fewer workers would 
be freed by technical progress (“technolo^cal unemplojinent”); and, ^ (unlike 
the United States) we have no manpower reserves in ^icultuw, the maintenance 
of monetary equilibrium (difficult enough even in the expanding economy of the 
United States) would be entirety’ dependent on a substantial degree of imemploy- 

m ent. Cf. (1) and (2) above. 
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investment without a considerable increase in the inequality of 
income distribution. Such a reversal of social policy would, however, 
be incompatible with the aims of the Government and with social 
peace and monetary stability : wage demands would certainly follow 
on any step which increased profits. While some tax-reform encourag- 
ing the plowing back of profits (especially by young and smaller 
firms) might be carried through, the increase in savings will, in the 
main, have to come through the maintenance of a substantial budget 
surplus. This should not be used for ‘‘disinflation,’* as some have 
proposed, but for an increase of the investment both by the publicly 
owned sector and — through finance companies — also of private 
firms. Positiva State intervention will have an important role to 
play in reconciling a more equal distribution of income with the need 
for quicker economic progress. 

(5) Britain — and no doubt certain other European countries — 
must look for her salvation to an improvement of the existing system 
of controls and to their co-ordination on the basis of a coherent plan. 
This was acknowledged with great foresight by the United States 
Administration of the Marshall Aid Program when it demanded the 
submission of detailed four-year plans from the recipient countries. In 
the last year considerable progress has been made in both directions. 
The Government has also begun to harmonize financial and physical 
controls. Much still remains to be done. Price controls and raw- 
material allocations must be thorou^y reformed to stimulate 
efflciency. Obsolete wage systems also remain to be altered in order 
to improve the incentive to effort while maintaining monetary sta- 
bility. There is grave danger that the fear of resentment will drive 
the Government further towards a “tripartite” administration of 
controls, or in other words towards a collusion with well organized 
pressure groups on both sides of industry not dissimilar to the “cor- 
porative” state. This would hinder an increase of productivity from 
its present unsatisfactory level, since reforms enforcing its increase 
would no doubt run counter to vested interests. Britain needs more 
information and far more publicity to improve both the work of plan- 
ning and that of intelligent criticism. Much can be learned from the 
United States in this respect, 

(6) The long-run prospects for the British balance of payments 
cannot be reviewed in this context.^ It will depend chiefly on factors 

1. Cf. my articles “Discrimination” and ‘ffntra-European Clearing,” 
Bulletin of {he Osjard Institute of Statistics, Vol. 10, Nos. 7 and 9, and “Exchange 
D^reciatlon and Economic Readjustment,” Remew of Economics and Staiistics 
(November 1948), esp. Part IV. 
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which are beyond the control of the British Government, especially 
on the position and policy of the United States. It is obvious, however, 
that quantitative controls of imports and direct stimulus to exports 
through domestic price control and priority raw material allocations, 
must be maintained. The Marshall Plan vouchsafes a certain breath- 
ing space. It will have to be used — in conjunction with the internal 
re-organization — to establish a strong and efficient economic system 
in Western Europe and in those overseas countries with which Western 
Europe has special political ties and which are in the main comple- 
mentary to its productive structure. Such close co-operation must 
thus take the form of preferential arrangements which permit the 
rationalization of British and Western European industry and the 
expansion of its markets overseas. While the Marshall Plan insists 
on the need for such — discriminating — use of European supplies 
for European reconstruction, there is no indication as yet that the 
United States realizes that these arrangements cannot come to sub- 
stantial fruition before the expected end of the aid program (1962), 
but must be continued for a considerably longer transition period. 
Only in this manner can the ruptured multilateral system of world 
trade, based on the export surplus of Europe to tropical and sub- 
tropical areas and the import surplus from North America, be restored. 
It is also questionable whether the flimsy structure of reconstruction 
could survive a cessation of United States grants, without other non- 
U. S. areas (at least non-European) being enabled by loans or U. S. 
import surpluses to buy European products against dollars. Criticism 
of the British Government in this respect has become widespread 
and it is suggested that it hinders the establishment of Western 
European unity. This criticism is not understood in London and 
arouses violent resentment. The fact is that the British ministers 
and experts (apart from the legitimate doubts about formal customs 
or federal unions) are still laboring under the concepts underlying 
the abandoned policy of non-discrimination. It is not that they wish 
to hinder progress towards closer co-operation, but that they lack 
the burning conviction needed to establish a co-ordinated plan for 
Western Europe, and to carry it through by dieer moral leadership 
against mounting technical obstacles due to the open inflationary 
disintegration in many European countries. 

(7) The task before the British Government is formidable. 
There are no short cuts to its solution. But however distant the goal, 
the real achievements of Britain must not be ignored. The talk 
about falling production and muddle is refuted by the facts, which 
show that output is 25 per cent above pre-war and still rising. The 
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real danger to continued British recovery must be considered to lie 
mainly in the threat of renewed expansion of military expenditure 
(e^ecially direct expenditure abroad) beyond the country's economic 
capacity. It is to be hoped that the Government will not commit 
the errors of 1945-46 once more, and that it will approach the United 
States betimes to consider the incidence of the cost of what is a 
common foreign policy. Recovery might also be checked by prema- 
ture decontrol and by an undue increase of consumption permitted 
for reasons of internal politics. The hostile comments of British 
experts give a false picture abroad of Britain's effort and success, and 
should be refuted if Anglo-United States co-operation is to thrive. 

Postscript 

This essay was written early in 1948 and brought up to date in 
September- In the months which have passed since, the triumph of 
the policy here adumbrated continued. Manufacturing output has 
increased one-third above pre-war, a record never achieved in the 
twenty years of peace after the first World War. An overall balance 
in international payments is within grasp. The advocates of return 
to free-market economics and deflation have, once more, proved 
completely wrong. Nevertheless popular and “expert" pressure, and 
the attraction of the ^liberal" viewpoint to the highest levels of the 
civil service has, as in 1946-47, led to a renewed partial reversal of 
the policy of balanced control. This might well weaken the force of 
recovery and even result in a relapse. 

Thus on the domestic side the program of the Government for 
the next four years submitted to E.C.A. envisages too small an 
increase in productivity, i.e., 15 per cent in four years, hardly more 
than that of the inter-war period which left Britain well behind its 
chief competitors. This is due in part to the failure to provide for an 
increasing rate, in terms of the national income, of investment, and 
in part to the apparent scepticism of the Government of being able 
to take effective steps to reorganize British industry. 

Some features of the Government plans in the international field 
seem also questionable. (1) The recent change in the U. S. attitude 
opens the way to the re-establishment of a multilateral world eco- 
nomic system, such as was never possible under Bretton Woods; 
and the utmost use should be made of it. The plans published imply, 
however, that Britain has not yet sufficiently reorientated her policy 
of retreat towards bilateralism, and more particul^ly, that it is 
cutting its dollar deficit in far too mechanical a way, instead of using 
a fuller U. S. aid both to increase its productive investment and to 
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promote European recovery. (2) The success of the multilateral 
approach implies a much greater degree of economic cooperation 
than obtains at present. It is regrettable that the British Govern- 
ment has not taken the initiative in strengthening the O.E.E.C. so 
that it can fulfil the task of a really effective international planning 
agency. (3) In the longer run multilateralism can be maintained 
only if some of the rules of the I.T.O. are modified and the length of 
the period of transition extended. Moreover cooperation of the 
United States in solving the dollar problem is essential, including 
toleration of transitional discrimination against her and one-sided 
tariff concessions. It also implies effective help in promoting progress 
in under-developed areas. 

It is to be hoped that the coming months will see a thorough 
revision of the British four-year plan and the growing cooperation of 
the British and the United States Governments in extending the scope 
of international planning to include an effective solution of the above 
problems. 


T. Balogh. 


Baluoi. Colubob, Uotveesitt ob> Oxford 



THE SECULAR TREND IN MONETARY VELOCITY 

SUMMARY 

Introduction: Change in monetary velocity as a measure of change in the 
demand for money, 68. — Types of money and their respective velocities, 69. — 
Velocity data pertinent to analysis of business fluctuations, 71. — Controversial 
issues regarding monetary velocity, 74. — The secular trend in circuit velocity 
of money, 75. — The trend in velocity and growth in time deposits, 81. — Sea- 
sonality of production and the rate of use of money, 84. — Factors in the declin- 
ing trend in the rate of use of money, 86. — Interrelations between changes in 
the quantity and velocity of money, 90. 

The primary function of money is to serve as a means of pay- 
ment for goods and services which are purchased; the secondary- 
function is to serve as a store of value which can readily be used as, 
or converted into, means of payment whenever the holder, in an 
emergency situation or some other circumstance, wishes to make 
purchases of larger value than his current income or cash receipts 
allow. The desire of people for a stock of money for these two pur- 
poses was described by eighteenth and nineteenth century economists 
as a need for a medium of exchange and a need for a store of value. 
In recent economic literature the same concepts are frequently re- 
ferred to as a demand for money for transaction purposes and a 
demand for money to hold. Both groups of economists recognize 
that the strength of the demand for money for these two purposes 
depends upon the habits and customs of the population. 

Development of a measure of change in the demand, or need, 
for money for these two purposes has been a neglected phase of the 
application of quantitative concepts and analysis to economic phe- 
nomena. In the eighteenth and nineteenth centuries this was due 
primarily to the paucity of factual data; in recent times it appears to 
have been due to a failure to realize the relation between a dynamic 
or growing economy and the need for money, and to the form in 
which changes in the demand for money are expressed in the avail- 
able statistical data. 

In a dynamic economy where population is growing and improve- 
ments in techniques of production are continuously being made, full 
use of economic resources (to use a basic concept of orthodox economic 
theory) or full employment (to use a contemporary phrase with 
essentially the same meaning) involves a continuous increase in the 
quantity of money of the nation; except for the possibility of varia- 
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tion in the habits of use of money by individuals and enterprises, or 
of a decline in the level of prices. If stability in the price level is 
assumed to be desirable, in order to avoid the inequities of inflation 
on the one hand and the tendency for a general decline in prices to 
produce a business depression on the other, full use of resources or 
full employment requires a continuous growth in the quantity of 
money comparable with the rate of growth in production, except for 
adjustment to changes in habits of use of money. The argument 
which occasionally appears that the money supply is ample or 
excessive because it is greater than it has ever been before is an 
obvious reflection of a lack of attention to the dynamic or growing 
character of the economy of the United States. 

The failure of contemporary economists to realize the form in 
which changes in the demand for money are expressed in statistical 
data appears to be due to an erroneous assumption that changes in 
the quantity of money reflect changes in the demand for money — 
that is, that changes in the quantity of money are dominated by 
factors on the demand side. This assumption carries with it the 
assumption that in practice the decisions which simultaneoudy 
increase the volume of bank assets and the money supply (currency 
and bank deposits) are made by customers of the banks. Scrutiny of 
the conditions under which loans and investments are acquired or 
relinquished by the banking system — that is, of the dominant forces 
influencing the total amount of bank loans and investments — shows 
that this assumption is incorrect. The quantity of money is domi- 
nated by factors on the supply side; that is, by the decisions of bank 
oflSicials respecting their loans and investments, and by the conditions 
established by law and central bank operations under which bank 
oflScials make those decisions. 

Changes in habits of use of money — that is, changes in the 
need or desire for money other than those directly associated with 
growth in population and in productive capacity — are not reflected 
statistically in the quantity of money held by business and individ- 
uals; but in ratios of that quantity to the various types of payments 
which they make for the output of the economy, or in connection 
with the processes of production and marketing. The reciprocals of 
such ratios may be used as measures of the velocity or rate of use of 
money. 

Ttpes op Use op Monet and Thbir Rbspecjttvbi Veloctpies 

Payments, or transfers of money from one person or firm to 
another, may be grouped into three major classes: (1) those associ- 
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ated with the production and marketing of the current products of 
the economy; (2) those associated with the transfer of ownership 
of various types of property, whether land, durable goods, or titles 
to such goods, from one person or firm to another; (3) those 
constituting movements of money other than transactions asso- 
ciated with current production or transfers of ownership of property. 
A recent wi'iter has designated payments in the first class, ‘^transac- 
tions in the main money circuit,'^ and those in the other classes, 
‘^technical transactions.’’^ 

Crude estimates only are provided by available data, either for 
the total volume of payments or for the volume in each of the three 
major groups. The closest approximation to the total volume of pay- 
ments currently available is an estimate of the amount of debits to 
bank accounts other than interbank.^ Such debits do not include 
transfers of currency from one person to another, but in effect they 
cover pa3rments made in cash to the extent of cash withdrawals from 
deposit accounts. They probably provide a fair measure of the 
degree of change from one year to the next in the total volume of 
payments. 

A rough estimate of the total amount of the first of the three 
major groups of payments — those associated directly with the pro- 
duction and marketing of the current output of the economy — can 
be prepared by adding together estimates of expenditures for the 
final products of the economy, sales of wholesalers, sales of manu- 
facturers, sales of primary producers, and total income payments. 
Such a summation is not published currently. A comparison of 
annual estimates of this total with the amount of bank debits, for the 
period 1919-1947, indicates that payments directly associated with 
the production and marketing of current products have varied 

1. Morris A. Copeland, '‘Tracmg Money Flows Through the United States 
Economy,” American Economic Reoiev>, XXXVII: Proceedings (May 1947), 
p. 40. Mr, Copeland classifies technical transactions into three principal types: 
(1) money-changer transactions, which occur when a transactor makes a payment 
to himself, as when he cashes a check, buys foreign exchange, or transfers a balance 
from one bank to another; (2) agency transactions in which one party acts as a 
disbursing or collection agency for another; and (3) financial turnover transactions 

. of two sorts; namely, portfolio liquidations and investments to the extent that such 
transactions offset each other, and repayments of indebtedness and new borrow- 
ing to the extent that these transactions offset each other. In the classification of 
payments which I have made all three types of technical transactions, except 
payments relating to portfolio liquidations and investments (i.e., transfers of 
properiy) would fall into my third group, “movements of money other than trans- 
actions associated with current production or transfers of ownership of property.” 

2. The estimates are made on the basis of debits reported by banka in a 
large numb^ of centers to the Board of Governors of the Federal Reserve Systemt 
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in aggregate amount quite differently from total payments in the 
economy.® The former, as estimated, declined from 40 per cent of 
the latter in 1923 to 26 per cent in 1929, and then rose to 41 per cent 
in 1935 and to 55 per cent in 1942. From 1923 to 1929 estimated 
payments directly associated with current production and marketing 
rose 19 per cent but total debits rose by 86 per cent. From 1929 to 
1933 estimated payments associated with current output were reduced 
by 50 per cent, but total debits dropped by 66 per cent. From 1933 
to 1941 estimated payments associated with current output rose by 
139 per cent, while total debits rose by 73 per cent. 

Information regarding the comparative amount of payments 
associated with transfers of property and those representing other 
movements of money (the second and third categories, respectively) 
is so scanty that it appears impracticable to attempt estimates of the 
amount of either of these two major types of payments. However, 
the assumption is reasonable that the great variation since 1923 in the 
ratio of estimated payments associated with current output to total 
debits is due primarily to variation in the amoimt of payments 
associated with transfers of property. The period, 1923-1929, when 
debits rose far more rapidly than payments associated with current 
output, was the well-known period of rapid increase in sales of real 
estate and securities. 

Vblocitt Data and the Analysis of Business Fluctuations 

The phrase “business fluctuations” may be applied to all fluctua- 
tions in business including transfers of property. However, in com- 
mon usage the term refers to variations in the current output of the 
economy and to the fluctuations in employment associated with those 
variations. The monetary velocities, therefore, which are most 
pertinent with respect to business fluctuations are those which relate 
to the use of money for payments associated with the output of goods 
and services. Such velocities may be of several types, of which the 
most comprehensive is the ratio of aU payments associated with 
current output to the total quantity of money in the nation. This 
ratio, however, as computed from available data, has a low degree of 
reliability because of the crudity of the estimates of the amount of 
payments. 

Another lype of ratio which represents the velocity or rate of use 

3. The estimates are ^ven in Table I. Mr. Copdand’s estimates of "trans- 
aotions in the main money circuit” for the years 1936-1942 lead Mm to the same 
conclusion. He states: “. . . the aggregate of technical transactions sometimes 
exceeds the aggregate of transactions in the main mon^ drcuit and . . . the relar 
tiondup between the two is somewhat eccentric” (op. dt., p. 43), 
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1930 628.0 268.0 .41 3.35 11.33 4.65 1.39 

1937 650.0 288.9 .44 3.48 11.34 5.04 1.45 

1938 666.0 269.9 .46 3.26 9.76 4.48 1.37 

1939 592.0 279.2 .47 3.31 9.44 4.45 1.34 

1940 627.0 309.7 .49 3.37 9.26 4.68 1.36 
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of money associated with current economic activity is a ratio of 
expenditures for final products to the average total quantity of 
deposits and currency, excludmg interbank obligations. This kind of 
ratio, or circuit velocity of money, is the simplest type of statistical 
series available for indicating the change from time to time in habits 
of use of money associated with current production and distribution 
of goods and services. Two varieties of this kind of ratio have been 
prepared by the author and published elsewhere.'* These series are 
advantageous in studies of business fluctuation not only because of 
their availability and simplicity, but also because they focus atten- 
tion on the final products of each yearns operation of the economy and 
conform to the theoretical framework of the equation of exchange 
applied to the value of those final products. 

Controversial Issues Regarding Monetary Velocity 

Comments on monetary velocity in contemporary economic 
literature indicate the presence of conflicting opinions as to the 
following questions respecting the rate of use of money: 

1. Is the apparent downward trend since World War I in the 
circuit velocity of money a true secular trend? If so, is it of recent 
origin or of long standing? 

2. Does this secular trend, if it exists, relate only to the total 
quantity of money, defined to include time deposits; or does it apply 
also to demand deposits and currency, generally assumed to repre- 
sent the active portion of the money supply? That is, does the com- 
puted downward trend in circuit velocity of money reflect only the 
growth of time deposits? 

3. If this trend is due to factors other than growth of time 
deposits, what is the nature of those forces? 

4. What are the relations between deviations from trend in the 
rate of use of money and deviations from trend in the quantity of 
money? Are such deviations generally synchronous or sequential in 
time; and are they generally offsetting or do they operate in the 
same direction with respect to their relation to the ups and downs of 
business? 

Fortunately, the available statistical data, while not as abundant 
for earlier periods as in recent years, are sufficient to provide reason- 
ably conclusive answers to these questions. 

4. “Quantity and Frequency of Use of Money in the United States/' Journal 
of Political Economy^ LIX (October 1946), pp. 436-50. One of these ratios is 
based on the value of all final products sold; the other on payments for such prod- 
ucts by bu^ess and individuals. 
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The Secular Trend in Circuit Velocity op Money 

A downward trend has existed since the close of World War I in 
the circuit velocity or rate of use of money, when measured either by 
the ratio of all expenditures for the final products of the economy to 
the total quantity of money (including time deposits), or by the ratio 
of such expenditures by individuals and business enterprises to the 
quantity of money which they hold. Nevertheless, as in the case of 
other secular trends, it is impossible to obtain from those data a clear 
answer to the question of whether this trend is the result of fairly con- 
tinuous changes in the habits of use of money over a long period of 
time, or is the result of special circumstances operating during a part 
or all of the period since the close of World War I. Professor Albert 
G. Hart, who has examined the data for this period and similar data 
for a few years prior to 1919, has concluded: . . it appears clear 

that the ‘trend’ is a fiction.” Professor Alvin Hansen, on the other 
hand, refers to an historical tendency, over a period of more than a 
century, to hold an increasing amount of money in relation to income.® 
The difference between these two interpretations of the data is of con- 
siderable practical importance for current economic policy. If the 
present low ratios of expenditures for final products to the quantity 
of money reflect primarily the results of the abnormal world-wide 

FIGURE I 

Ratio of National Income to the Quantity of Money 1799-1939 



situation during and since the nineteen thirties, there is danger of a 
more serious postwar price inflation than if they reflect primarily a 
declining trend in the rate of use of money. 

In Table II estimates are given of the national income, the 
quantity of money (deposits plus currency excluding that owned by 
banks), and the ratio between them by decades from 1799 to 1939. 
The ratios are also shown on Figure I, together with annual ratios of 

5. Albert G. Hart, “Postwar Effects to be Expected from Wartime Liquid 
Accumulations,” American Economic Review, XXXV: Proceedings (May 1945), 
p, 343 ; Alvin H. Hansen, Economic Policy and FuU Employrnent (1947), pp. 216 and 
326. 


TABLE II 

Total Depositb and CuanENcy, Excluding Interbank Obligations, and Realized National Income, by Decades, 1799-1939 

(Amounts in millions of dollars) 
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1909.. .. .... .... .... 16,794 26,466 1.68 

1919.. .. .... .... .... 36,606 62,945 1.77 

1929.. .. .... .... .... 65,171 79,498 1.44 

1939.. .. .... .... .... 60,943 69,816 1.16 
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1926.. 1.91 1.78 3.49 48.99 43.71 

1927. . 1.84 1.71 3.46 50.62 45.25 

1928.. 1.8Z 1.67 3.47 51.89 46.44 

1929.. 1.91 1.72 3.59 51.98 46.18 

1930. . 1.71 1.54 3.29 53.19 47.10 
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expenditures for final products to the quantity of money from 1909 to 
1939, and a trend line at 1 1/3 per cent decrease per year. The dotted 
portion of the line showing the ratio of national income to quantity 
of money covers a period when the banking data are deficient (see 
footnote 6 to Table II). These data indicate that the downward 
trend in monetary velocity is not of recent origin, since it apparently 
extends back a century and a half. 

The Trend in Velocity and Growth in Time Deposits 

The long-term downward trend in the circuit velocity of money 
represents a tendency of business and individuals to hold, as time 
goes by, a larger quantity of money relative to their expenditures for 
the output of the economy. It would be natural to expect that a 
substantial portion of these relatively larger cash balances would be 
held in the form of time deposits; that is, in that form of money which 
emphasizes the store of value function. Payments for final products 
of the economy are made chiefly by use of demand deposits or cur- 
rency, and it is desirable to compare ratios of such payments to the 
sum of demand deposits and currency, with the ratios to the total 
quantity of money, or to the total amount held by business and 
individuals. 

FIGURE II 

Circuit Velocity of Monet Including and Excluding Time Deposits 



Estimates of demand deposits adjusted and currency outside 
banks, prepared by the Board of Governors of the Federal Reserve 
System, go back to 1892. However, annual estimates of expenditures 
for final products are available only as far back as 1909. In Figure II 
annual ratios of payments for final products to adjusted demand 
deposits plus currency outside banks are compared, for the period 
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^ce 1909, with the ratios to the total quantity of money. Various 
differences between the rates of use of money calculated on the two 
bases are evident. Figure III, which shows the relative importance of 

FIGURE III 

RBIiATIVB ImPOBTANCE OF TiMB DEPOSITS IN THE TOTAL QuANTETT OF MONET 



time deposits in the quantity of money, throws considerable light 
on these divergences. The data used in these charts are given in 
Table III. 

In the nineteen-twenties the downward trend in the rate of use 
of money, as calculated from the total quantity of money, does not 
appear in the ratio of payments for final products to demand deposits 
and cuirency. In fact, from 1921 to 1929 there is an upward trend 
in the ratio of payments for final products to adjusted HfiTnfl.nd 
deposits plus currency outside banks. This difference in trend is 
associated with a rapid growth in time deposits. From 1919 to 1931 
time deposits increased at a much faster rate than demand deposits 
and currency, rising from 39 per cent of the total quantity of money 
other than United States government deposits, in the former year, 
to 55 per cent in the latter. 

This large growth in time deposits relative to the growth in 
demand deposits and currency was the result of provisions of the 
Federal Reserve Act which affected the classification of deposits by 
member banks. Prior to the establishment of the Federal Reserve 
S 3 rstem, no differentiation was made between dftTWfl.nd and timp. 
deposits with respect to reserve requirements for national banks, and 
the same was true in the majority of States with respect to State 
banks.* The Federal Reserve Act prescribed a much lower percent- 
age for time deposits than for demand deposits. Subsequent to 1917, 
when bank reserves were concentrated in the Federal Reserve System, 

6. For State legislation see Samud Wdlden’s Digest of Shoe Banking 
StaiuieSj prepaj^d for the National Monetary Commission, Senate Document No. 
363, 61st Congress, 2d Session (1910). 
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member banks — in order to expand their earning assets as much as 
possible with the reserves they possessed — found it advantageous to 
encourage their depositors to shift their customary minirmiTn balances 
in checking or other demand accounts into accounts labeled “time.” 

The tendency to reclassify demand deposits into time deposits 
was reversed in 1933, when withdrawal of time deposits without 
advance notice became more difficult. This change in the law, 
together with the growth of service changes on checking accounts, 
stimulated a reclassification of deposits in the opposite direction 
from that which occurred during the nineteen-twenties. During 
most of the period since 1933 time deposits have declined relative to 
total deposits or relative to total deposits plus currency. As a result, 
the downward trend in monetary velocity shows up not only in ratios 
of payments for final products to total money, but also in ratios to 
demand deposits and currency. In fact, the calculated downward 
trend in monetary velocity has been more severe when computed on 
the basis of demand deposits plus currency, than when computed on 
the basis of total deposits plus currency. 

Prior to establishment of the Federal Reserve banks, as indicated 
by the data from 1909 to 1915, the situation was intermediate between 
that of the nineteen-twenties and that subsequent to the early nine- 
teen-thirties. From 1909 to 1915 time deposits were growing more 
rapidly than demand deposits and currency; and the ratio of pay- 
ments for final products to demand deposits and currency appears to 
have no significant trend. ^ For this period the data suggest that the 
increased holding of money relative to expenditures was largely in 
time deposits. 

From 1915 to 1919 the situation is more complex. For these 
years the downward trend in the ratio of payments to money was 
interrupted, not only in the case of the ratio to demand deposits and 
currency, but also in that of payments to the total quantity of money. 
This may have been due in part to wartime conditions which affected 
the usage of money. However, another factor responsible for this 

7. If a trend exists, it is obscured by the irregularity of the ratios. Further, 
it is diflSicult to judge whether the irregularity of the ratios of payments to demand 
deposits and currency is primarily cyclical, or is due chiefly to inaccurate estimates 
of the respective amoxmts of demand and time deposits. The estimated amounts 
of time and demand deposits for 1909 are based on a special report collected by 
the National Monetary Commission, and those for 1915 chiefly on reports sub- 
mitted by member banks. For the intervening years the amounts of demand and 
time deposits are based on a somewhat incomplete classifioation. of deposits.^ In 
several of these years certificates of deposits in State banks are not seppated into 
time and demand certificates; and in certain years savings depoate in national 
banks are not adequately segregated from individual deposits subject to check. 
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intermption to the downward trend in the rate of use of money, was 
the introduction of the Federal Reserve clearing system. This 
nationwide clearing system was a notable improvement in the method 
of making payments, and, by increasing the efl&ciency of money, 
lifted the level of ratios of payments to the quantity of money, 
however measured.® 

The foregoing data make it clear that calculations of monetary 
velocity made on the basis of demand deposits plus currency have 
been greatly affected by factors which influenced the classification of 
deposits without altering their use. For this reason such measures of 
monetary velocity are less significant for general economic analysis 
than measures of monetary velocity based on the total quantity of 
money including time deposits. 

Another aspect of the variability of time and demand deposits, 
relative to each other, is the fact that additional supplies of money 
are injected into the economy almost exclusively in the form of 
demand deposits. Transformation into time deposits of a portion of 
an increment to the money supply typically occurs somewhat later 
than the date of the increment to demand deposits. It is reasonable 
to assume that in part this transformation is a formal recognition by 
depositors of their increased cash reserves — that is, that the deposits 
had in effect become time deposits 'prior to their transfer to time 
accounts. Because of this lag, measures of monetary velocity based 
on demand deposits and currency — even if they could be corrected 
for changes in classification of deposits induced by changes in banking 
codes and in ser\dce charges — would not be as useful a tool for use 
in analysis of the relation of banking to business fluctuations, as are 
measures based on total deposits and currency. 

Seasonality of Production and the Rate of Use of Money 

One of the important influences upon habits of use of money is 
the periodicity of payments associated with seasonal production, 
Howwer, a high seasonality in production and in the receipt of 
personal income will result in a comparatively low or in a compara- 
tively high rate of use of money, depending upon the degree of 
mercantile credit extended to income recipients, and upon correlative 
interrelations of mercantile and bank credit. Assume, for example, 
that mercantile credit to individuals is very small, and that merchants 

8. The data used in Figure 1 suggest that another interruption to the down- 
ward trend in monetary velocity may have occurred in the eighteen-forties, but 
the monetary data are inadequate and this conclusion is not warranted. See 
footnote 6 to Table 11. 
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and dealers do not borrow extensively from the banks. Bank assets 
therefore consist chiefly of government obligations or other long- 
term assets, and may be assumed to have little seasonality. Assume 
also that consumer expenditures are made evenly throughout the 
year, and consider the extreme case of income receipts concentrated 
on one day in the year. On the morning of that day individuals have 
negligible cash balances and virtually the total quantity of money is 
in the hands of traders and other business concerns. At the close of 
the day the money of the nation is held by individuals. During the 
year money steadily moves back into the hands of traders and busi- 
ness concerns. The annual ratio of payments for final products to 
the quantity of money is 1; and the reciprocal of this ratio, which 
measures the time taken by the average unit of money to make its 
round from consumers to business concerns and back again, is also 1 
(i.e., one year). This is a very slow rate of use of money, compared 
with the same kind of banking system, but with frequent periodic 
income payments. If incomes, for example, are received regularly 
twice a month, and spent evenly during the period from one payday 
to another (with the money supply on the morning of payday entirely 
in the coffers of traders and business concerns, and in the evening of 
that day entirely in the pockets of income-recipients), the annual 
ratio of payments for final products to the quantity of money is 24; 
and its reciprocal, measuring the average circuit time of money, is 
1/24 of a year. 

However, the calculated velocity of money, under a system of 
income payments once a year, will not be so slow if retail sales are 
made on credit — with accounts cleared up once a year when incomes 
are received — and with the assets of the banking system consisting 
of “commercial” loans. For illustration, let us take two extremes — 
the first in which the custom of credit sales, with annual clearance of 
indebtedness, extends throughout the economy; the second in which 
this custom is confined to sales of final products. 

In the first case no one in the economy wiU have any need for 
money (bank deposits or currency) except at one period of the year. 
Let us suppose, therefore, that on the day preceding that on which all 
incomes are received, employers and dealers in farm produce make 
short-term bank loans; and that the various stages in the clearance of 
all accounts are made on successive days. The process is as follows: 
on one day, bank loans are made and the money supply created; on 
the next day, income payments are made; on the third, individuals 
pay their debts to retailers; on the fourth, retailers settle with jobbers 
and other intermediate dealers; on the fifth, all intermediate dealers 
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pay their debts to btisiiiess concerns; and on the sixth, all business 
concerns repay their bank loans. The money supply of the nation — 
whether measured by the deposit and currency liabilities of the 
banking system, or by the cash balances held by individuals — is zero 
on 360 days in the year, and equals the aggregate expenditures for 
final products on five days. The annual ratio of expenditures to the 
average money supply is 72; and the calculated average circuit time 
of money is 1/72 of a year, or six times a month.® 

In the second case of sales of final products on credit with annual 
clearance of indebtedness, but with this custom confined to such 
sales, we assume that mercantile borrowings constitute the assets of 
the banking system. Merchants clear up their bank loans once a year, 
when they are paid by their customers; but in order to restock their 
shelves as they make sales during the year, they gradually increase 
their bank loans from zero just after settlement day to the amount of 
their year’s sales just before settlement day. The deposits and 
currency created as these loans are built up accrue throu^out the 
year in the coffers of business concerns and are paid over to individuals 
on income payments day. The average outstanding quantity of 
money is one-half the annual payments for final products, the ratio 
of such payments to the money supply is two, and the average circuit 
time of money is one-half of a year.‘ 


Factobs in the Declining Tkend in Rate op Use op Money 


The factual data, as has been indicated above, show that the 
declining trend in rate of use of money, as indicated by a ratio of the 
value of the nation’s output to the quantity of money, is of long 
standing. Such a permanent economic phenomenon must have an 
explanation in terms of the conditions under which money is used in 
purchasing the output of the economy. It is desirable, therefore, to 
take notice of various social and economic factors which are presum- 
ably responsible for the declining velocity of money. Several factors, 
inclu^g the effects of changes in the seasonality of production, are 
mentioned here. These factors are not all independent of each other. 
In fact, some of them are definitely concomitant, and their effect upon 
the rate of use of money is a joint effect. 


9. If the settiement week is in OctobCT, and the date for which informaiaon 
on bank and liabffities is reported is June 30, the drouit vdodty of money, 
calculated from the available statistical data, becomes infinite.' 

settlem^t day is October 31, and bank asset and liabffity data are 
TOlle^ for J»me 30 onlj^ the ratio of payments for final products to 4e money 
supply, oaloula^ from the statistical data, becomes 1.6 and the drouit velocity 
01 money two-thirds of a year. 
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One of the factors in the apparent decline in rate of use of money, 
particularly during the nineteenth century, is the increase in the 
proportion of the nation^s output passing through the market 
economy. Although estimates of national income and of the value 
of the nation’s output throughout the nineteenth century are not 
sufficiently detailed or reliable to show how large a proportion of the 
goods and services represented by that value was sold in the markets, 
and how large a proportion was produced by farm and village families 
and other persons for their own use or for barter, there is no doubt 
that the latter proportion was substantially larger in the earlier 
than in the later part of the period covered by Figure I. Information 
regarding exchange of products through barter rather than through 
the use of money is exceedingly scanty. However, the literature of 
the nineteenth century indicates that barter was more extensively 
used in the early part of the century than in more recent times. 

Farm products are a smaller proportion of the nation’s output 
than formerly, and are now sold more evenly throughout the year. 
These changes have reduced the proportion of the income of the 
people received in relatively large sums at one period in the year, 
when crops are sold. These developments have affected not only the 
income of farm families relative to that of wage and salary recipients, 
but also the income of traders handling farm products. Taken alone, 
such a change would result in a more rapid use of money; but taken 
together with changes in the extent and terms of mercantile credit, 
the result has probably been a reduced annual rate of use of money 
for purchase of final products. 

Contrary to a prevalent impression, there appears to have been, 
over the period of the past century and a half, a substantial reduction 
in the length of time for which credit is typically used in the purchase 
of final products. References to the custom of paying all bills once a 
year are found in literature relating to the early part of the nineteenth 
century.® Only for durable goods is a year’s credit now customary. 

Also, contrary to a prevalent impression, the proportion of 
consumers’ goods and services sold for cash relative to the portion 
sold on credit (apart from the length of term of credit) has probably 
increased substantially in recent decades relative to former times. 
The economic and social literature of the last century contains 
references to the credit extended by food stores to working men as 
well as to other classes of the population; the predominance of ''cash 
only” food stores is a modem development. Since expenditure for 

2. I have not collected a j&le of such references, nor of those mentioned in 
the next paragraph. 
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food is a large percentage of total expenditure for final products, the 
increased proportion of food sales for cash, and concomitant changes 
in credit terms throughout the food handling industries, and in the 
use of bank loans by the food industry, from grocery stores on back 
to farmers, may have had an appreciable effect upon the trend in rate 
of use of money. 

It appears probable also that the percentage of other consumer 
expenditures made for cash has increased. Transportation expenses 
of individuals, for example, formerly consisted largely of horse feed, 
also commonly purchased on account; in recent years they consist 
chiefly of cash purchases of gasoline and other operating automobile 
expenses, and of cash fares for public utility transportation. Further, 
current expenditures for transportation have probably become an 
increasing proportion of total expenditures for final products. Use 
of credit for purchase of automobiles has, of course, been large in 
amount, but whether it is greater or less, relative to total consumer 
expenditures, than credit purchases of horses and wagons in the 
nineteenth century is unknown. 

A tendency may have occurred, particularly during the last 
half-century, toward longer wage-periods. If income is received 
periodically but is spent evenly throughout the period between pay- 
days, the longer the interval between paydays the larger the average 
holdings of cash relative to annual expenditures. Definite informa- 
tion is not available, but it appears likely that a substantially smaller 
proportion of urban and village wage-earners are paid by the day 
than in former times, and also that a larger proportion of workers in 
industrial establishments are paid once or twice a month, or bi-weekly, 
relative to the number paid weekly. 

A larger proportion of the population than formerly work for 
wages or salaries rather than in enterprises under their own control. 
In view of the insecurity of employment, and therefore of wage income, 
this has probably tended to raise the average amount of cash held as a 
reserve for bad times, periods of unemplo 3 nnent, or emergencies. 

More intermediate pa3rments may be involved in the process of 
production than in former times because of more complex or ''round- 
about” methods, or greater specialization of business organizations. 
A larger number of intermediate payments would be expected to 
requhe a larger number of cash reservoirs, and therefore result in the 
holding by business enterprises of a larger amount of cash relative to 
the final value of output. 

It should be noted also that vertical integration of industry does 
not necessarily reduce the number of payments involved in con- 
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nection with the productive process for an item of final output. 
Accounts of formerly separate establishments may be handled after 
integration in such a manner that payments by check are made by 
one establishment to another, even though the establishments are 
part of the same business firm. Integration of merchandise concerns, 
such as the expansion of chain grocery stores, may also increase the 
amount of cash balances held by trading concerns relative to the 
value of sales to consumers. This may result from the fact that each 
local outlet maintains an account with a local bank and transmits the 
proceeds to central organizations, thus involving two sets of cash 
balances for a given volume of sales. Such an increase in the amount 
of cash holdings relative to sales may or may not be offset by more 
direct purchasing by the headquarters of the chain. 

Higher rates of estate taxation, together with the diflSculty of 
disposing of large amounts of property at a given time, have tended 
in recent decades to an accumulation of cash balances by elderly 
people. This tendency may have been strengthened by attempts to 
evade taxation through placing assets in a form most easily passed on 
to heirs without reporting. 

During the past century a great change has occurred in the nature 
of the investing process, accompanying the growth of large corpora- 
tions and the transformation of the ‘‘middle classes” from inde- 
pendent or professional businessmen or entrepreneurs to salaried 
employees. Decades ago, the “middle classes” tended to invest the 
cash they had available for this purpose in their own business enter- 
prises, or to participate directly with neighbors or business acquaint- 
ances in the development of other growing enterprises or new ven- 
tures. Investments by the middle class today must be made largely 
in corporate stocks or bonds, or through financial intermediaries such 
as insurance companies; and there is probably a tendency to accu- 
mulate cash balances for investment purposes. These developments 
may have resulted in relatively larger holdings of cash awaiting 
investment than was formerly the case. 

Some contemporary economists believe that investors now hold 
cash balances awaiting investment in relatively larger amounts than 
formerly because of uncertainty regarding interest rates or because 
of a lowering of the level of interest rates. The latter does not appear 
to be an important factor in the secular trend toward larger cash 
holdings relative to the value of the output of the economy, since the 
trend in monetary velocity has persisted through periods of advancing 
interest rates, as in the first decade of this century. Uncertainty 
regarding monetary policy, and consequent uncertainty regarding 
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business prospects and future interest rates may at times have had a 
considerable effect on the holding of relatively large cash balances. 
Such an effect, however, is associated with periods of depression and 
deviations in monetary velocity below trend, as in the nineteen- 
thirties, rather than with the long-term downward trend in velocity. 

In addition to the foregoing, there is probably a general tendency 
for people to hold larger cash balances, as time goes by and their 
average income increases, relative to their expenditures for goods and 
services. This is in line with the tendency to hold larger stocks of 
other types of goods and services, such as the number of shoes or suits 
of clothing relative to the number in use at a particular moment. 

The relative importance of the foregoing factors cannot be 
adequately appraised. It is evident, however, that the net effect of 
social and economic influences such as those mentioned has caused an 
upward drift over time in the average holdings of cash balances by 
individuals and business enterprises relative to the value of the final 
output of the economy. This drift, or secular trend, judged by 
available but not fully adequate evidence, appears to have been 
maintained over a longer period of time than any of the other secular 
trends recorded in economic data, excepting those of the growth of 
population and of production. 

Whether such factors as the foregoing will continue to operate in 
the future in the degree to which they have operated during the last 
century and a half may be questionable. Some of the factors enum- 
erated have probably lost most of their force, others are probably as 
strong today as at any previous time. Pending factual evidence that 
the declining secular trend in the general rate of use of money is 
weakening, the assumption should be made — as part of the basis 
of current monetary policy designed to provide full use of resources 
or full employment — that the trend will continue. The increase of 
about one and one-third per cent per year in the quantity of money 
which is needed because of this trend is small enough — in comparison 
with the growth in the quantity of money needed on account of the 
trends in population and productivity — so that monetary policy 
will not be seriously in error if detection of a change in the trend in 
rate of use of money lags behind its occurrence. 

Inteeeelations Between Changes 
IN THE Quantity and Velocity of Money 

The other controversial issue respecting monetary velocity 
mentioned above is the comparative timing and the interrelations of 
demtions in the quantity and in the rate of use of money. A widely 
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prevalent assumption is that business recessions start with a decline 
in aggregate expenditures which arises from causes other than mone- 
tary policy, and which therefore involves a decline in the rate of use 
or velocity of money. Relevant statistical data bearing on this 
question have been examined elsewhere and a brief resume of the 
conclusions which have been reached is given here.^ 

Factual information for the period since 1919 does not support 
the assumption that variations in monetary velocity are an initial 
factor in business depression. The data do, however, indicate that in 
some cases a declining velocity of money has accompanied and in 
other cases has followed downward deviations from trend in the 
quantity of money. In fact, after a business recession has run for a 
time and the quantity of money has been reduced, there is almost 
uniformly a slowing down in velocity, relative to trend, which is 
reversed only when the shrinkage in the money supply is known, or 
believed, to have been stopped. There is no evidence that disturb- 
ances to economic equilibrium originate in an erratic rate of use of 
money, but there is much evidence that such disturbances result in, 
and are in turn intensified by, variations from trend in the rate of 
use of money. 

Clabk Waebtjrton 

McLean, Virginia 

3. “Quantity and Frequency of Use of Money,’* loc. cit.; “Bank Reserves 
and Business Fluctuations,” Journal of the American Statistical Associalion, Vol. 
43 (December, 1948), pp. 547-58, 
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I. Introduction 

If any single conclusion can be drawn from the recent marginalist 
controversy as it relates to the price policies of business firms, ^ it is 
that an understanding of price formation must be derived in large 
measure from the study of actual market structures. Although it is 
significant that, in the controversy referred to, anti-marginalists as 
well as marginalists employed a common theoretic frame of reference, 
it seems no less significant that much of the argument on both sides 
turned on the appeal to market facts. Hall and Hitch, for example, 
while believing that their study “casts doubt on the general appli- 
cability of the conventional analysis of price and output policy in 
terms of marginal cost and marginal revenue,^’ cite, as a reason for 
the adoption of a ‘'full cost” price policy, the fact that “changes in 
price are frequently very costly, a nuisance to salesmen, and are dis- 
liked by merchants and consumers.”^ This is an explanation of 
price policy in terms of market structure. Machlup, on the other 
hand, concluding that “the marginal theory of business conduct of 
the firm has not been shaken, discredited or disproved by the empiri- 
cal tests” of anti-marginalists, nonetheless points out that govern- 
ment regulation, accoimting convention and the nature of cartel 
administration — among many other causes — are responsible for 
the adoption of the average cost pricing policy.^ This, again, is an 
explanation of price policy in terms of market structure. 

1. Recentdiscussionof marginal theory and price policy includes: R. L. Hall 
and C. J. Hitch, ‘‘Price Theory and Business Behavior,” Oxford Economic Papers^ 
No. 2 (May 1939), pp. 12-45; Fritz Machlup, “Marginal Analysis and Empirical 
Research,” American Economic Reoiew, XXXVI (September 1946), pp, 519-554; 
and Heniy M. Oliver, Jr., “Marginal Theory and Business Behavior, ^^Aynerican 
Economic Review, XXXVII (June 1947), pp. 375-383, and “Average Cost and 
Long-Run Elasticity of Demand,” Journal of Political Economy, LV (June 1947), 
pp. 212-221. The match which rekindled discussion of empirical tests of mar- 
ginalism was applied by Richard A. Lester in an article on employment policies: 
American Economic Review, XXXVI (March 1946), pp. 63-82. 

2. Op. cit., pp. 12, 22. 

3. Op. cit., pp. 538-543, 553. 
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Considerations such as these may have led Oliver to suggest 
that ‘Very likely both illogic and incomplete adherence to marginal 
reasoning form parts of an accurate explanation.”^ Business men 
adhere to an “incomplete marginalism.” The terms of their adher- 
ence and circumstances conditioning the actual formation of price 
are to be sought through investigation of particular market structures. 

Development of the theory of monopolistic competition in the 
decade before the war revealed possibilities for a wide range of price 
policies open to business firms.® It became evident, also, that price 
policies were determined not only by the numbers of sellers in a 
market and by differentiation of the product but by a great many 
other factors in the economic environment, some of which were 
internal, and others external, to the firm. Economists became con- 
cerned about how the processes of price formation within the firm 
were affected by such factors as its size, its organizational structure, 
and its ownership. Economists also looked to external features of 
market organization such as the nature of the product, industry cost 
structure, age of the industry, technological background, ease of 
entry and disinvestment, and the nature of distributive channels. 
These and similar considerations became the principal objects of 
study in the search for determinants of price.® 

Case studies in price policy have tended to concentrate in 
agriculture and in manufacturing and extractive industry.^ In these 

4. “Average Cost and Long-Run Elasticity of Demand,” loc. cit., p. 218. 

5. E. H. Chamberlin, Theory of Monopolistic Competition (1st ed. ; Cambridge, 
1933). With reference to the marginaJist controversy, it may be noted that 
Professor Chamberlin, although presenting the marginal curves as an alternative 
“graphic device” (p. 14) for describing equilibrium, makes little specific use of 
them in his analysis, and argues (5th ed., p. 192) against exaggerating their 
importance. Also, what has come to be called the “full cost” principle, which is 
generally regarded as opposed to “marginalism,” and is described by Hall and 
Hitch (loc. cit., p. 30) as a departure from “what a reader of Professor Chamber- 
lin’s book would infer,” is, in fact, a part of his analysis (p. 105). 

6. E, S. Mason, “Price and Production Policies of Large-Scale Enterprise,” 
American Economic Review, XXDC Supplement (March 1939), pp. 61-74; 
Joe S. Bain, “Market Classifications in Modern Price Theory,” tMs Journal, 
LVI (August 1942), pp. 560-574. 

7. E.g., Joe S. Bain, The Economics of the Pacific Coast Petroleum Industry 
(Berkeley, 1944r-1945); John D. Black, The Dairy Industry and the AAA (Wash- 
ington, 1935); John M. Cassels, A Study of Fluid Milk Prices (Cambridge, 1937); 
C. R. Daugherty, M. G. de Chazeau and S. S. Stratton, The Economics of the Iron 
and Steel Industry (New York, 1936); John A. Guthrie, The Newsprint Paper 
industry (Cambridge, 1941); A. C. Hoffman, Large-Scate Organization in the Food 
Industries (U. S. Temporary National Economic Committee Monograph No. 35; 
Washington, 1940); John P. MiQer, “The Pricing of Bituminous Coal; Some 
Internationa Comparisons,” Public Policy, ed. by C. J. Friedrich and Edward S. 
Mason (Cambridge, 1940), pp. 144-176; Doyd G. Reynolds, “The Canadian 
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fields certain aspects of external market structure and internal 
organization of business units have led to distinctive patterns of 
price policy such as the basing-point system, price leadership, zone 
pricing, base rating, and price stabilization. These studies have 
investigated the manner in which certain price policies have arisen 
from the facts of the economic environment. Many of the studies 
have also proceeded to assess the effects of these price policies on 
public welfare. 

Few case studies of this sort have been attempted in the field of 
retail trade. Several investigators have presented general studies 
of retail price formation by the use of techniques derived from the 
theory of monopolistic competition,* but at this juncture what most 
needs to be imdertaken is the investigation of competition in partic- 
ular retail markets through a series of case studies. The present 
paper is an attempt to develop such a study of price formation in the 
department-store market by concentrating attention on factors of 
internal firm organization. These factors are: the large size of the 
store unit, administrative organization, budgetary procedures, inter- 
unit controls and owner-management relationships. In a final section 
certain price policies resulting from these conditions are reviewed. 

II. Labgb Size op the Store Unit 

Price policies in department stores are influenced, in the first 
place, by the large size of the store unit. Because it combines under 
one roof and under one management the facilities of many shops 
handling various lines of merchandise, it is necessarily very large. 
The United States Bureau of the Census defines a department store 
as a retail distributor of general merchandise with annual sales in 
excess of $100,000. That this required minimum sales volume is 
well above that of the average retail store can be seen from Table I. 
It will be noted that over half of all retail stores had less than $10,000 
sales per unit in 1939. Department stores are frequently much larger 

Baking Industry,” (August 1938), pp. 659-678; Homer B. Vander- 

blue, ‘‘Pricing Policies in the Automobile Industry,” Harvard Bimness Review^ 
XVII (Summer 1939), pp. 385-401, also XVII (Autumn 1939), pp. 64-81; Donald 
H. Wallace, Market Control in Jie Aluminum Industry (Cambridge, 1937). 

8. Heniy Smith, RetaU DisMndion (London, 1937) ; Ewald T. Grether, Price 
Contrd under Fair Trade Legislation (New York, 1939), pp. 225-255; E. R. 
Hawkins, “Marketing and the Theory of Monopolistic Competition,” Jmmal 
of Marketing, TV (April 1940), pp. 382-389; John F. Due, “A Theory of Retail Price 
Determination,” Southern Economic Journal, VII (January 1941), pp.380-397; W. 
Arthur Lewis, “Competition in Retail T^de,” Economica, XII (November 
1945), pp. 20^234. 
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than the minimum size of S100,000 in sales volume; in 1939 average 
sales per store were $975,000. 


TABLE I 

Retail Stores by Size Groups, 1939 


Number of Per Cent Sales Per Cent 


Annual Sales Stores of Total (add 000) of Total 


$300,000 and over 12,630 .7 $9,855,631 23.4 

$100,000-4299,999 60,097 2.8 7,955,285 18.9 

*50,000-«99,999 93,318 5.3 6,394,703 16.2 

*30,000-149,999 133,M1 7.5 5,077,007 12.1 

$10,000-*29,999 622,117 29.5 8,938,632 21.3 

Less than *10,000 958,972 54.2 2,820,632 9.1 


1,770,365 100.0 $42,041,790 100.0 

Source: TJ. S. Bureau of the Censue, RetaiL Trade; iSS9, Pt> 1, p. 48. 


The large absolute size of the department store (as contrasted 
with its large relative size in particular retail markets) necessitates 
extended delegation of authority to deal with pricing. Although 
departmental grouping of similar types of merchandise permits the 
application of common pricing principles to broad categories of goods, 
there is nonetheless a multitude of individual decisions on price to be 
taken in a business which consists basically in the buying and selling 
of goods. R. H, Macy and Company, for example, carries over 
*‘400,000 separate and distinct items, not counting colors and sizes.”® 
Unfortunately for simplicity of operation in a department store, the 
separate items are not related to one another in a formal structure of 
prices as in the steel industry, where management can alter the entire 
price structure by changing a relatively small number of base prices. 
Thus, the very great number of prices and the absence of a formal 
price structure force major executives to delegate much pricing 
authority to lower levels. The immediate effect of this diffusion of 
pricing jurisdiction is to substitute for the direct response of the 
individual merchant the routine of a large organization.^ 

Large size has also directly influenced the selling methods 
adopted by the department store. Certain practices, such as the 

9. Letter of Mr. Q. Forrest Walker, Economist for R. H. Macy and CJom- 
pany, to the writer. 

1. “Much of the action of individuals as pa^cipating in organization is 
habitual, repetitive, and may be merely responsive by organizaMon design — a 
result, for example, of specialization intended to enhance this non-lo^cal process.” 
Chester I. Barnard, The Functions of the Executive (Cambridge, 1938), p- 186. 
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branding of the store’s own line of merchandise, are unavailable to 
competitors of smaller size. In this regard, the unit of real significance 
is the total selling organization which, in a retail chain, may include 
many separate stores. As another example of selling methods 
open only to the large store, newspapers of wide circulation in the 
metropolitan market area are used with greater efficiency by the 
department store than by smaller competitors whose geographic 
markets are narrower. Through its large sales volume the depart- 
ment store, in effect, creates special conditions of sale which act as 
major determinants of resale prices. 

III. Abmiotstrative Organization 

A second aspect of internal structure significant for price forma- 
tion is the elaborate administrative organization common to all 
department stores. This is partly a result of the aggregate size of 
the store, but it is also a fimction of the diversity in kinds of goods 
carried. The organization of the department store is built around the 
operations of merchandising, publicity, store management and con- 
trol. These functions are ordinarily performed by separate divisions, 
and it is the first, or merchandising, division which has the responsi- 
bility for buying and selling. It is composed of the several merchan- 
dise selling departments, — from which the department store derives 
its name — each in charge of a ‘‘buyer”^ who, in addition to buying 
and selling, also trains and directs salespersons, controls expenses, 
initiates advertising, and — not least important — prices merchan- 
dise. Historically, the buyer is the inheritor of the founder’s tradi- 
tion of all-around merchant. In terms of organizational theory he 
has a complete circle of responsibility for a process which has been 
delegated to him. 

Some understanding of the pricing process in the department 
store can be gained by examining the position occupied by the buyer 
within the total administrative structure. Immediately, the buyer 
reports to a divisional merchandise manager who co-ordinates the 
work of several buyers handling related lines of merchandise. Thus, 
there are divisional managers for home furnishings, for women’s 
ready-to-wear clothing, for men’s and boys’ wear, and for the base- 
ment store. The divisional merchandise manager supervises pur- 
chasing, the pla nnin g of sales, the setting of gross profit margins 

2. The term “buyer” is misleading; actually he is more properly called a 
department manager, a practice which some chain organizalioiis, who rely more 
heavily on central buying, have initiated. National Retail Dry Goods Associa- 
tion, The Buyer’s Manual (2d ed.; New York, 1931), pp. 18-20. 
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(maxk-up), the reduction in prices (mark-down), and the rate at 
which stocks are cleared (turnover). He brings to the pricing 
operation a statistical view which may dampen the ardor of an 
enthusiastic buyer, or prod a timid one to more aggressive action. 
The divisional manager system introduces a split in the merchant’s 
function: the buyer, who is immediately responsible for pricing, 
supplies the creative enthusiasm for assembling attractive merchan- 
dise and directing its sale to the public; the divisional manager, who 
is further removed from selling, takes a reasoned view based on 
statistics of performance. Price determination, under these condi- 
tions, is likely to represent a compromise of views between the buyer, 
who is inclined to see the marginal possibilities of pricing particular 
goods, and the divisional manager, who is more likely to look on 
departmental operations in the light of statistical averages. 

Co-ordinate with the merchandise division are the publicity 
division, the store management division, and the control division — 
staff groups which perform special services indirectly conditioning 
the detenhination of prices. The publicity diviaon is the guardian 
of the store’s competitive position. K it is store policy to undersell 
competitors (on the limited range of items which can be directly 
compared by consumers), the publicity division will insist on low 
prices not only for advertised items but generally within the store. 
To this end the comparative shopping bureau is frequently placed in 
the publicity division which is thus put in the position of being able 
to exert downward pressure on certain prices. The publicity division, 
by its activities in advertising, window di^lay, internal store display, 
etc., controls many of the conditions of non-price competition which 
in turn set the stage for actual pricing. In its staff relationship willi 
the merchandise division, the publicity organization works with 
buyers in the preparation of advertising copy. The initiative of the 
publicity division may even extend backwards into the merchandising 
organization, not only to determine what to advertise, but to decide 
what is to be bought for advertising and at what price it is to be sold. 
In similar manner the store management division conditions the terms 
of sale and sets the limits within which the buyer — the pricing 
authority — acts. The store management group has taken over 
from the buyer much of the task of training and direction of sales 
personnd, of setting sales quotas, and of transferring employees 
among departments. This division determines in large measure the 
amount of retail selling service which is offered with each transaction. 
By controlling sdling costs, the store management division influences 
the limits within which the buyer must set gross mai^ns. The control 
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divMon, likewise, in discharging its responsibility of maintaining 
the store’s net profit position, exerts considerable indirect influence 
over the pricing proc^. The controller can urge lower expense 
rates (which would reduce advertising outlay or change the amoimt 
of selling and other services offered by the store), or he can insist on 
a conservative inventory policy (which would bring pressure on the 
merchandise division to take early mark-downs) . In short, the quad- 
ripartite administration of the department store leads to compromises 
on price and other matters which are quasi-political in nature.’ 

IV. BuDGBTABr Pbocedtjbbs 

A third aspect of organizational structure which conditions the 
setting of prices is the elaborate budgetary control system employed 
by the department store. Many of the decisions taken in the formu- 
lation and application of budgets, especially those affecting the buying 
and selling of merchandise,^ fundamentally determine prices. We 
are here interested in two types of controls: (1) those which deal 
chiefly with dollar a^regatesj and (2) those which relate to physical 
units of goods. 

The merchandise budget deals with dollar aggregates. It plans 
in advance of each season, and controls in the comse of the season, 
the principal components of the buying and selling operation: sales, 
mark-downs, stocks, purchases, turnover and mark-up. These 
ma^tudes are stated for each department in total dollar terms, 
except in tiie case of turnover which is stated as a ratio, and mark-up 
which is a percentage of original retail price. The planning period 
for the department store is a six-month season beginning in February 
or August. The fact that the basic constituents of price are recon- 
sidered at six-month mtervals introduces a certain amount of inflexi- 
bility into the price-making process. Interim adjustments particu- 
larly in plaimed sales, are frequentiy made, but thorough-going 
revision of estimate, specially mark-up, is rare. 

The merchandise budget usually originates with the buyer who 
estimates total departmental sales month by month for the coming 

_3. For a parallel disoussicHi of effects on policy of conflicting points of view 
witihin manufacturing organizations, see Conference on Price Research Cost 
SeJiavior and Price Policy (New York, 1941), pp. 48-44. The comment of one 
reader at this point was: “When internal conflicts of interest axe ‘compromised’ 
rather than solved, the final dedrion can only through wdrd coinddence be in 
accordance with conventional marginaJism.” 

4. E^ense budgeting and control also affect price indirectly through 
influendng tte levd and variability of costs. The nature of department-store 
costs and thdr effect on price is a subject reserved for another occadon. 
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season on the basis of past performance and market trends. In 
estimating sales there is necessarily a large amount of guesswork, 
especially in departments affected by fashion. The making of a 
sales estimate requires, logically, at least, two simultaneous sub- 
estimates: (1) the amount of each individual commodity which can 
be sold; and (2) the price at which it can be sold. It is unlikely that 
the buyer’s thinking runs explicitly in terms of how many physical 
units of each type will be sold, unless perhaps he happens to be deal- 
ing with a relatively small number of high valued items. It is also 
unlikely that either the buyer or the divisional merchandise manager 
makes explicit estimates at this time of the prices at which individual 
goods can be sold. The making of sales estimates as dollar aggregates 
not specifically built on estimates of sales for individual items sub- 
merges the concept of price. In preparation of sales estimates in the 
department store there is little evidence of the explicit treatment of 
price-quantity relationships in the schedule sense of economic theory. 

Estimated departmental mark-downs are also stated in aggregate 
terms and these are based largely on historical experience. In plan- 
ning mark-downs, department-store management, of course, is aware 
of the positive correlation of price and mark-downs (refiecting a 
negatively inclined demand curve). With a very low price the mark- 
down rate would approach zero. Thus, implicitly, by the adoption 
of a particular mark-down rate, management postulates a certain 
(although unspecified) level of price, and a certain elasticity of 
demand. It seems probable, however, that, in formulating a mer- 
chandise plan, management treats mark-downs as a resultant of 
other price-making decisions such as the estimate of sales and the 
rate of mark-up, rather than as an independently determined factor 
in price.® 

With sales and mark-downs planned, the next move is to set the 
probable amount of stock on hand at the opening of the season and to 
estiihate the amount required at the beginning of each of the succeed- 
ing five months in order to achieve the estimated volume of sales. 
Determination of these successive stock positions has two con- 
sequences: on the one hand it makes possible on the basis of the 
three parameters — sales, mark-downs, and stock — the calculation 
of purchases required to maintain given stock positions; and, on the 
other, it indicates a certain rate of turnover of the asset merchandise. 
This second result is closely related to the quantity of retail services 
offered the consumer because, in setting turnover, the buyer decides 

6. Further evidence of this view is offered by the d&pmdeM nature of adjust- 
ments in mark-down as the season proceeds. See p. 102. 
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in effect that only those goods will be offered in his assortments which, 
on the average, are capable of maintaining a certain rate of stock turn. 
Setting a turnover rate, therefore, amounts to determining one 
dimension of price, i.e. the amount of service product (in this case 
consisting of “assortment utilities”) to be made available at prevail- 
ing prices. 

The mark-up on any one item is the difference between the 
initial retail price at which the good is offered and the wholesale cost, 
expressed as a percentage of initial retail price. A weighted average 
of successive mark-ups obtained on the flow of goods entering a 
department’s stock in any given season is, therefore, a summary 
expression, in percentage terms, of the initial price of retailing services 
offered by the department. A plan for such an average mark-up 
might be looked on as a focus for price-making forces. At best, 
however, it is a blurred focus. The reasons for this are twofold: (1) 
the setting of planned mark-ups is not explicitly related by manage- 
ment either to cost or demand factors confronting the department; 
(2) planned mark-ups are price determinants only to the extent that 
they are translated into actual prices in the course of a season. Thus, 
management can destroy the significance of planned mark-ups either 
by setting them uneconomicaUy (without direct relation to cost and 
demand) or by failing to use them as guides to subsequent operations. 
The latter point is treated below.® With regard to the former, it has 
frequently been stated that retail stores set mark-up with reference 
to the average cost of doing business, including a “normal” profit.’' 
There can be no doubt that department-store managements are 
aware that a certain percentage of mark-up is mathematically 
necessary if expenses, including pro-rated overhead, and profit are 
to be covered at the planned level of sales and mark-downs. Deriving 
such a figure is a purely arithmetical process. Such evidence as is 
available on department-store practice indicates that departmental 
mark-ups are not set with strict regard for coverage of average costs. 
Moreover, although the pricing of individual items usually takes 

6. Page 102. 

7. “The basic pricmg policy most commonly used by merchants is the 
average mark-up policy. To the invoice price of goods is added a mark-up that 
is calculated to cover the merchant’s other costs, and his desired profit, and allow 
for mark-downs.” Hawkins, op. cit., p. 382. Cf., also, John F, Due, Intermediate 
Ecoiymic Analysis (Chicago, 1947), pp. 200-201. Due acknowledges, however, 
that “some variation from the process of determining [store-wide or departmental] 
mark-up percentage. . , results from the influence which mark-up percentages 
used by competitors will have on the firm’s policy. . . In some fields, more or less 
customary mark-up percentages are used; the firms do not recalculate mark-up at 
frequent intervals.” Hawkins recognizes similftr exceptions. 
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competitors' prices into account, the reflection of competitors' 
actions on total departmental mark-ups (at least in departments 
where there is a wide range of merchandise) is a consideration absent, 
for the most part, from management's planning. Except in rare cases 
where severe competition brings the issue to the fore, competitive 
adjustments are not generally made at this level in department-store 
planning. The usual method of setting planned rates of mark-up 
leans toward the conventional adoption of the previous year's mark- 
up figure or the averages compiled by the Controllers' Congress of 
the National Retail Dry Goods Association. Where last year's actual 
mark-up rate is adopted there is, of course, implicit recognition of 
price-quantity relationships, but this procedure can best be described 
as the acceptance of existing price, not price determination. Perhaps 
the most surprising aspect, to an economist, of the department store’s 
budgeting is the almost casual manner in which the mark-up per- 
centage is reached. The main emphasis in the merchandise budget 
relates to determination of sales and stocks rather than of price. 

The merchandise plan, now completely formulated, goes for 
approval to the general merchandise manager, where there may be 
more or less adjustment of the figures in the light of the latter's 
judgment. Once approved by the general merchandise manager, 
the plan goes to the controller as the store's plan for deriving certain 
gross revenues in the course of the next six months' season. Simul- 
taneously, there come to the controller's desk expense estimates of 
the store management division. The sales promotion budget for the 
publicity division, which, like the store management division, has 
geared its budget to the basic merchandise budget, also comes to the 
controller, who then attempts to bring the three magnitudes — gross 
revenue, operating expenses, and publicity outlay — into such rela- 
tion to each other as to derive the greatest net profit. Adjustments 
by the controller may call for greater or less gross margin and there- 
fore may affect price policy by raising or lowering estimated mark-up. 
The controller's adjustments may also affect the size of the publicity 
budget and thereby policies of non-price competition. Similarly, 
insistence by the controller on reducing the store management budget 
serves to decrease the level of retail services and thus modify the 
store's service product. 

The completed merchandise plan is placed in operation with the 
opening of the season, and even in anticipatory buying and pricing 
of stock before the beginning of the new period.® Periodic weekly 

8. For an illustration of a merchandise budget, see Table 1, p. 33, in the 
Merchandise Control Manual of the Merchandise Managers’ Divifflon, National 
Retail Dry Goods Association (New York, 1931). 
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or monthly reports inform both buyer and merchandise manager of 
current conditions of sales, stocks, and purchases. Planned purchases 
which have not yet been made constitute the buyer^s '^open-to- 
buy*' — and by this magical figure, far more than by any other infor- 
mation which can be statistically summarized, he guides his opera- 
tions in the course of the period. Mark-downs and mark-ups are also 
tabulated, and a rise in the former above plan or a drop in the latter 
below plan call for corrective action on the part of the divisional and 
general merchandise managers. Of necessity, mark-downs are taken 
whenever it is recognized that merchandise is not selling. The fact 
that the actual mark-down rate exceeds that in the plan will not, of 
course, prevent the taking of further mark-downs. On the other 
hand, failure to maintain planned initial mark-up will not be looked 
upon in the same light: the planned mark-up is a standard for per- 
formance, even though the criteria for setting the standard are some- 
what ill-defined. Mark-up on any given invoice, or on some of the 
items on an invoice, may, to be sure, fall below plan, but over the 
season the buyer is under pressure to maintain the full required per- 
centage of mark-up. For the buyer, planned mark-up imposes the 
requirements of an average — there may be dispersion about the 
average, but, short of difficulties in justifying unusually high and 
unusually low mark-ups to his superiors, the range of variation is one 
for him alone to determine.^ 

While the general level of prices within a department is thus 
determined by the merchandise plan developed in aggregate dollar 
terms, many aspects of individual price determination are more 
evident in the xmit merchandise controls where the budgetary process 
runs in terms of physical units of particular commodities. Many 
goods within a department store cannot be satisfactorily subjected 
to the processes of unit controls; these are usually items of small 
unit value where the imique character or the style factor makes 
controls impracticable. Art goods, embroideries, fancy linens are 
among the items which fall into this class. On the other hand, for 
the vast bulk of department-store merchandise, unit controls of 
sales and stock are useful and are, in fact, employed. 

The use of umt controls calls for the classification of goods into 
commodity groupings within the department; and, in each commodity 

9. ^In indi^tnal ^inarkets it has often been found that the pricing process 
starts with consideration of costs. After determining the price suggested by cost, 
it is appropriately revised by other considerations such as expected volume of 
sales, prices, competition and general business conditions. Cf. Conference on 
Price Research, Cost Behavior and Price Policy, p. 46. Pricing in the department 
store starts with a consideration of what can be sold rather than with the cost of 
the product. Cf. Smith, Retail IHstribviion, pp. 23-24, 
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classification, for the periodical listing of each item of stock and sales 
in units, through either a ^'perpetual inventory,” or other accounting 
method. The important fact from the standpoint of this study is 
that a system of unit controls, while maintained by the buyer and 
divisional manager for the purpose of balancing stocks, serves to 
canalize sales effort into particular commodity classifications and 
particular price lines. In other words, price making forces express 
themselves only in these selected categories and prices. 

Unit controls are often extended into what is termed a basic or 
model stock plan. This is the determination of an ideal investment 
in units for each price line and for each classification of merchandise. 
Periodically, stock clerks place reorders which bring quantities back 
to the level of the model stock plan. Such a semi-automatic system 
of keeping up stocks may produce as a by-product a reluctance to 
upset the apple-cart by frequent price and product changes. Where 
tMs occurs delegation of authority results in a somewhat rigid system 
which adjusts only at intervals to changes in market conditions.^ 


V. Inter-Unit Controls 

Although the discussion thus far has centered on the organiza- 
tion of the individual store unit, many department stores are owned 
by chains which might be expected to exert control over the formation 
of prices within member stores. In 1939, two-thirds of all depart- 
ment stores were chain units, which, however, being of smaller average 
size than the independents, accounted for only one-third of all 
department-store sales.^ Moreover, the share of business falling to 
chains has constantly increased, as have the number of chain units.® 

1. The physical process of changing marked prices on merchandise in a 
department store offers further resistances to price change. When goods are to 
be raised or lowered in price, they must ordinarily be taken off sale, trucked to 
the marking room, a mark-up or mark-down record made out and approved 
for each item, new price tags made and affixed, and the merchandise returned to 
sale. Under these conditions it is understandable why goods may remain on the 
shelves for long periods at the same prices. 

2. Retail Trade: 19S9, Pt. 1, p. 15. These data probably understate the 
importance of chains because the Bureau of the Census counts as independent 
stores “three or fewer stores under one management-ownership.” Ibid., p. 846. 
A certain amount of sales volume properly belonging to ownership groups, which 
have for the most part been classified as chain stores, is also allowed to slip in with 
independents. U. S, Bureau of the Census, Retail Chains (Washington, 1937), 
p.23. 

3. The following data are presented in RekeSL Trade: 1939, Pt. 1. p. 15: 


Number of Per Gent of A , |1 

D^partment-Stne Units Dsputment^toce Sales 

1964 18.8 

1936 2423 30.3 

1939 2672 34.0 
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Department-store chains are of two types: (1) integrated chains and 
(2) ownership groups. Integrated chains maintain a centralized or 
regional control over the merchandising activities of component store 
units, which are operated under the common corporate name of the 
chain (as in the case of Sears Roebuck and Montgomery Ward). 
Ownership groups are composed of formerly independent stores, 
which have been purchased (usually many years after the founding) 
by the present chain. For the most part they continue to operate 
under original names rather than under those of the owner chains. 
Ownership groups permit considerable decentralization of mer- 
chandising control. Frequently stores within a group diverge as to 
policies, price lines, type of clientele, suppliers, etc. Unlike integrated 
chains, ownership groups do not rely primarily on central buying; 
they resemble public utility holding companies in that their control, 
in many instances, is chiefly financial. The relative importance of 
these two types of chains, as well as of independents, in 1935, is 
shown in Table II. 


TABLE II 


Depaetment Store Units and Sales, by OwNERsmp Types, 1935 


Ownership Type 

Independent 

Ownership Group , . 
Integrated Chain . . , 
Unclassified 


Store Uzuts 

Sales 
(add 000) 

Per Cent Total 
Department-Store 
Sales 

1711 

$1,517,538 

51.9 

125 

717,407 

24.5 

2423 

683,101 

23.4 

34 

6,824 

.2 


Source: CharlM F.^PhilKps, JkfarAfift'nf? (New York 1938), p. 394. Although the Bureau of 
the Census does not distm^sh between the two types of chains, Phillips, by manipulating Census 
data for 193o, has been able to arnve at the above results. As he points out—the number of inde- 
pendents and Cham umts is overstated. The amount of the overstatement appears to be 125, the 
nujoaber of ownerahip ^oup units, but it is not dear how the overstatement is distributed between 
independents and chains. 


Although there is little evidence as to the distribution of pricing 
authority between headquarters of chains and store units, a study by 
the Federal Trade Co mm ission in 1929—30 showed a surprising dele- 
gation of control on the part of chains to their store units. These 
results are su mm arized in Table III. Ownership group chains prob- 
ably permit greater local autonomy than do integrated chains; but 
reports to the Federal Trade Commission of Ward, Sears and Penney 
all integrated chains — also indicate complete freedom in meeting 
competition, in pricing for local trade, and in marking down mer- 
chandise which for some reason does not sell.^ The rather meagre 
evidence available points toward the conclusion that price-making 

/rn- b Commission, Chain Stores: Chain-Store Pnee Policies 

(Washington, 1930), pp. 36-39. 
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forces have their seat in the local store unit and that price policies 
are not generally transmitted from central offices. On the whole we 
might expect this condition to result in more flexible pricing adapted 
to local markets. 

TABLE III 

Delegation op Control over Prices and Mark-up 
BY Department-Store Chains to Local Store Units, 1929-1930 


Prices Mark-up 

Exclusive control by store managers 57.2% 59,3% 

Part control by store managers 21.4 22.2 

Exclusive control by central headquarters 21.4 18.5 


100 . 0 % 100 . 0 % 

Source: Chain SUirea: Chain-Stwe Price Policies, p. 30. Price data for 28 chains; mark-up 
data for 27 chains. 

VI. Owner-Management Relationships 

Another aspect of organization which may influence the process 
of price formation is the nature and location of control within the 
firm. In the context of owner-management relations the term control 
refers to the concentration of the power of decision in the hands of 
the owners of a small percentage of the firm’s assets. It is to be 
expected that the policies of a department store controlled by a 
single owner will be different from those of a store controlled by a 
small corporate minority. Qualitative aspects of control are also 
important: direct owner participation in management is likely to 
give different results from those achieved by a professionalized 
management group. Banker control is likely to lead to different 
policies from those fostered by merchant control.® 

Separation of ownership and control over a broad range of 
American industry has been studied by several investigators, and 
the results are now familiar to economists.® Unfortunately, although 
six of the largest non-financial corporations studied by the National 
Resources Committee in 1935 were engaged in the department-store 
business, no studies have yet been made of the extent to which owner- 
ship and control have become separated in this field. In 1927 it was 
observed that '^by and large the management of the department 

5. The comparison of financial and entrepreneurial types of control may 
over-simplify actual attitudes of management. Conservation of assets, for 
example, may lead a banker group to recommend expansion of output and reduc- 
tion of prices — a reaction usually associated with operating management. Cf. 
Mason, ^Trice and Production Policies of Large-Scale Enterprise,” loc. cit., 
p. 67. 

6. Cf. A. A. Berle and G. C. Means, The Modem Corporatum and Private 
Property (New York, 1932); StrwAure of the American Economy^ Part 1. 
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store is still in the hands of its owners.”’^ In those days, the owner 
was frequently the general manager, and, in smaller stores, merchan- 
dise manager as well. “Where sits MacGregor, there is the head of 
the table;” organizational structure molded to the personality of the 
owner was ample evidence of the part played by MacGregor in 
policy-making. In two decades several changes have taken place to 
reduce ownership control, and to place it partly in the hands of pro- 
fessionalized management, partly in the hands of a relatively small 
corporate minority. In the first place, the striking growth of chains, 
already noted, suggests a steady decline in opportunities for owners 
to exert control over management. Secondly a decrease in owners' 
active participation in management is probably indicated by the 
shrinking number of active proprietors of imincorporated depart- 
ment stores.® Thirdly, as administrative subdivision has evolved 
under the impetus of growth, organization has become less plastic in 
the hands of individualistic merchant-entrepreneurs. Even without 
changes in stock holdings, professional management has found ways 
of gaining effective control of the organization. Finally, in listed 
corporations where there are large numbers of shares in the hands of 
the investing public® there is reason to believe that separation of 
ownership and control has followed the patterns prevailing in cor- 
porate organizations in other fields. 

The chief result of these changes in owner-management relations 
appears to be greater reliance on the routinized functioning of the 
administrative machinery which has been described in earlier sections. 
Adjustments of the firm to competition come by planning and by rule : 
the budget of the merchandise manager and the controller triumphs 
over the shrewd insight of the individual merchant-entrepreneur. 

VII. Price Policies 

We can now indicate certain price policies which are the logical 
outcome of the factors of internal organization already examined. 
It will be obvious that a complete explanation of the price policies of 
the department store must rest upon considerations of external 
market structure as well as those of internal organization; this 
further inquiry we leave for another occasion. What follows, there- 

7. Paul M. Mazur, Principles of Organization (New York, 1927), p. 31. 

8. Prom 1441 in 1929 to 560 in 1939. {Retail Trade, Part 1, p. 67). This 
decline probably indicates that the owners of independent stores have sold out to 
chains and retired from active business life. 

9. The three great chains, Sears, Ward and Penney, as well as most owner- 
ship groups such as Allied and Associated, are listed on the New York Stock 
Exchange. 
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fore, is in a sense a partial explanation of the policies discussed. 
Specifically, we examine the one-price policy, full cost pricing, price 
lining and leader selling. 

The one-price policy, initiated by department stores in the 
post-Civil War period^ and now almost universally followed in retail 
trade, calls for the sale of any given commodity to all consumers at 
the same retail price on any one day. In the absence of a one-price 
policy each retail transaction would be consummated only after sales 
clerk and customer had haggled over price in the manner of an 
Oriental bazaar. Such non-systematic price discrimination would 
almost certainly involve the store in great loss of good will on the 
part of consumers who had paid higher prices than their neighbors; 
and this fact was probably the chief consideration in the initial 
adoption of the one-price plan. Non-systematic price discrimination 
is also infeasible from the standpoint of department-store organiza- 
tion: waste of salesperson time, the need for selecting salespeople 
on the basis of bargaining ability, possibilities of dishonesty, and 
complex accounting problems which would result from non-systematic 
discrimination all indicate the need for a one-price policy. Without 
this policy it would be impossible to plan and control merchandising 
operations. Sales budgets, planned mark-downs and estimated gross 
margins would become meaningless in the face of unpredictable 
selling prices. It seems clear that the internal organizational pro- 
cesses of the store require the one-price policy. 

Full cost pricing has been represented as the basic principle of 
pricing in retail trade.^ This policy consists in adding to the whole- 
sale cost of merchandise a certain percentage mark-up, set with 
reference to the estimated cost of doing an anticipated volume of 
business.® Included in the cost are overhead charges and normal 

1. As early as 1653 Quaker merchants in England followed a one-price policy. 
This pricing principle obtained also in French department stores in the first half 
of the nineteenth century, the Bon March4 having adopted this policy sometime 
before 1838. In the United States, Rowland Macy traded at publicized fixed 
prices as early as 1854 when he was operating a store in Haverhill, Massachusetts. 
The one-price policy later became of central importance when he established his 
store in New York, R. H. Macy and Company. (Ralph M. Hower, History of 
Macy*s of New York, 1858-1919 (Cambridge, 1946), pp. 89, 26, 48-49). 

2. The specific term “full cost” has been given currency in recent economic 
discussion by Hall and Hitch, op. dt. Its application to retail trade has been 
noted by many, (Chamberlin cites Mill, Cairnes and WIcksell, op. cit., pp. 106, 
109). Recent examples are Due and Hawkins, cited above. 

3. In passing, it may be noted that the logical necessity of amultaneous 
determination of mark-up and sales volume under the full cost politer results in 
circular reasoning on causes and results of price formation. Of. Oliver, “Average 
Cost and Long-Run Elasticity of Demand,” loc. cit. 
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profits (whatever seems appropriate in the light of past attainment 
and future expectations). Interest here attaches chiefly to the way 
in which budgetary procedures and administrative organization have 
led to the adoption and use of this policy. Once the expense rate 
for a department has been established on the basis of overhead 
charges and allocated arbitrarily among departments by accounting 
convention, mark-up can be set for the department as a whole. But, 
as was noted above, the mark-up rate is not in practice always that 
which will cover average cost thus computed. The term ‘'full cost,’’ 
therefore, is something of a misnomer; a more accurate designation of 
this policy would be an “average percentage mark-up’^ principle. We 
have already seen that the nature of the internal organization, 
especially the buyer-divisional manager relationship and the similar 
relationships between merchandise and control divisions, exerts 
pressure in the direction of bringing actual departmental average 
gross margin in line with the plan; although the “buyer"' is per- 
mitted some liberty for dispersion of individual mark-ups about the 
departmental average. As it filters through the control organization 
of the department store, the so-called “full cost" pricing policy is 
reflected in a tendency for prices to hover about the level indicated 
by planned departmental mark-ups. This is a variation of the 
familiar theme: prices once set tend to remain fixed. 

Price lining is the policy used by department stores of dividing 
their stocks of each type of goods into a limited number of price 
levels or groups. The practice of price lining is followed in lines 
where consumer demand, for reasons of taste or income, bulks large 
at certam modal points. It is particularly common in “shopping 
goods" lines where the consumer wishes to inspect an assortment of 
styles, colors, types and patterns before buying. Grouping all 
variations of a particular item into a small number of price lines 
simplifies the consumer's selection process and, by speeding sales, 
reduces selling costs. Price lining also permits the store to carry 
complete assortments in a limited number of price lines, at once 
satisfying the customer and reducing stock investment. While much 
of the incentive for adoption of price lining turns on the nature of 
certain department-store merchandise, the pressure to adopt this 
type of pricing comes also from the use of internal budgetary controls 
over the purchase and sale of physical units. The unit control system 
of a department store can operate efiiciently only with a limited num- 
ber of price lines. With unit control records, stocks are more easily 
managed and concentrated in a few important categories. Thus, 
buyers tend to ‘ ‘buy to" certain price lines, and their willingness to 



ORGANIZATION OF FIRM AND PRICE FORMATION 109 


purchase only goods which, at planned mark-ups, can be sold at such 
figures has led to the establishment in wholesale markets of corre- 
sponding practices. A department-store buyer may, therefore, be 
virtually compelled, by the absence of in-between prices in the 
wholesale market, to adopt certain price lines, and these, once 
established, tend to remain fixed for long periods of time. Effective 
price changes, therefore, often take the form of variations in the 
quality of the product offered at inflexible prices. 

Leader selling is a price policy of cutting prices on certain items 
where elastic demand will draw large numbers of consumers into the 
store. Price reductions of this sort are intended to result in the 
immediate sale of goods other than the leader. The leader price 
policy is allied with the plan to sell other items at normal mark-up, 
increasing aggregate revenues. Use of leaders is dictated in part by 
imperfections of external market structure; thus Miller notes: 
“When the policy of employing leaders is adopted by a large retailer 
in the central market area which is surrounded by a series of inter- 
penetrating marketing areas of lesser importance, the financial bene- 
fits to this dealer will be large by comparison with the losses of each 
of the surrounding dealers taken individually. If so, these latter 
may not follow suit since the basis of their sales appeal may lie 
rather in convenience, personal relations, or better services.'’^ 

Leader selling is also induced by internal factors of store organ- 
ization. Departmentization permits the isolation of certain leader 
merchandise in a manner such that low mark-ups from leader selling 
will not adversely affect the operating performance of other goods. 
This is particularly desirable in the case of treating whole lines of 
merchandise as leaders. Work clothing, for example, may be placed 
in a single department and the entire line sold at low mark-up to 
induce traiBBic. Tea-room operations have frequently been conducted 
on the leader principle. Although logically it makes no difference 
whether the leader is handled in the same department with other 
goods or separated, in terms of actual store operation it is often the 
possibility of separate departmentization which makes this price 
policy seem feasible to the management, especially where the sales 
volume derived from the leader is substantial. Leaders, of course, 
may be individual items in a line rather than entire lines. Where 
this is true they will not be separately departmentized. Under these 
conditions pressure for the setting up of leaders may well come from 
the sales promotion division whose particular interests relate more 

4. J. P. Miller, Unfair Competition (Harvard Studies in Monopoly and 
Competition No. 3; Cambridge, 1941), p. 253. 
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to the achievement of large sales volume than to the preservation of 
gross margin. Here again the internal structure of the store offers an 
explanation of the forces behind certain price policies. 

VIII. Conclusion 

The proposition has been advanced that business men follow 
an imperfect marginalism. Certainly it is not impossible in retail 
trade, as in other lines of business, to produce evidence both of mar- 
ginal economic conduct and of disregard of marginal calculations. 
Except in the rather meaningless sense that all conduct has some 
rational or irrational motivation (and therefore is directed toward a 
vague maximization), business behavior is not obviously guided by 
marginal principles. At any rate, another fruitful approach to the 
explanation of business phenomena such as price policies is through 
the examination of considerations internal and external to the firm 
which might shape the determination of these policies. In the case 
study of the department store set forth above we have studied several 
aspects of internal structure: the large size of the store, its adminis- 
trative organization, its budgetary procedure, the interrelationship 
of units within the same corporate group, and the relations of owners 
to management. These factors encourage the use of such practices 
as; the one-price policy, full cost pricing, price lining and leader 
'sellmg. 

Richard M. Alt 

The Johns Hofsins Unitersitt 



THE MATHEMATICAL FOUNDATIONS 
OF ECONOMIC THEORY 

SUMMARY 

I. General comments: the use of mathematics by Hicks and by Samuelson, 
111. — IL Samuelson^s treatment of cost and production, 114. — III. Hicks 
and Samuelson on consumers* demand, 118. — IV. Samuelson*s dsmamics: 
difference equations, 121. 


I 

There^is no longer any doubt that mathematical methods are 
appropriately and usefully employed in the development of economic 
theory. The question, rather, is whether the mathematics should be 
discarded in the final exposition or whether they should take their 
place in the main argument. Do mathematics form the scaffolding 
or the steel framework of the structure? 

Marshall used mathematical methods — relatively simple ones — 
as a scaffolding to assist him in constructing his theory; they were 
discarded when he had finished. The Principles suffer, I believe, from 
this fact; if we had been allowed to see more of the mathematical 
reasoning, we would have found fewer points of ambiguity and a 
generally tighter exposition. Be this as it may. The main points 
are that Marshall and many of his contemporaries were content with 
quite simple mathematical arguments and that the use of mathe- 
matics in economics has since developed both in scope and in com- 
plexity. The ways in which mathematics are used by many theorists 
are such that they cannot be discarded without leaving the argument 
defective and full of expressions such as “it can be proved that ” 

It is.stiU possible, however, to confine the mathematical develop- 
ment to appendices. The completed structure can be described in 
general terms and, when the details of the construction need to be 
shown — when it is important to know that the structure has a steel 
frame — then reference can be made to. technical appendices. This is 
the method adopted by J. R. Hicks, particularly in Valv£ and Capital^ 
which has appeared in a second edition incorporating important 
revisions and extensions.^ It is, imdoubtedly, a successful method 
in the hands of a master craftsman like Hicks. 

The other possibility is the incorporation of mathematics into the 

1. J. R. Hicks: V (dm and Capital (2d Edition, Oxford University Press, 
1946). 


Ill 
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main text^ and this method is well illustrated by P. A. Samuelson, 
in his recently published Foundations of Economic Analysis} Here 
the structure is built, stage by stage, from the foundations up. If the 
most difficult mathematics come early on, in the steel framework of 
the building, that's the way it is. The embellishments are not there 
to be admired until the frame is up. Samuelson's book may have 
less popular appeal than Hicks’ but it is, none the less, of great 
importance. Every economic theorist worthy of the name will make 
a serious effort to examine it closely. 

The two books of Hicks and Samuelson have much the same 
subject matter, the foundations of economic theory; they follow much 
the same principles, which I regard as undoubtedly the correct ones. 
They must be studied together, particularly in the light of the his- 
torical development of their respective theses. Since 1937 or 1938, 
each author has been re-shaping and rounding off his theory — which 
had taken a fairly comprehensive form before the war — and each 
has been influenced (though, imfortxmately, rather remotely influ- 
enced in the geographical sense) by the work of the other. They 
have now come together on essentials. Future development, I 
believe, will not be Hicksian or Samuelsonian but will flow from an 
agreed combination of the two expositions. Postgraduate courses 
and seminars in economic theory will be concerned with this develop- 
ment for years to come. 

Hicks and Samuelson, however, had different objects in mind in 
writing their books. Hicks tries to work out, if not a complete 
economic theory, at least a full development of one particular line of 
approach. He is not concerned if some of his conclusions can be 
reached by other and perhaps better roads. Samuelson’s object is 
to imify diverse fields of economic theory by showing up the common, 
underlying mathematical basis. He is most concerned with how 
conclusions are reached, with what is valid and what is false in diverse 
theories. 

Samuelson concentrates attention on operational or meaningful 
conclusions, i.e., conclusions which could, at least under ideal condi- 
tions, be validated or refuted by empirical data. His main unifying 
principle is that such conclusions are to be derived, not from the 
equations of equilibrium, but from the inequalities which ensure a 
maxim um (m i nim um ) position or which are required for stability. 
Another point he makes is that it is just as easy, and sometimes easier, 
to handle simultaneous change in many variables as in a few. The 
achievement of Walras and Pareto was to show the essential sim- 
Pres ^ 194 ^^ Samuelson: Fouudaiiona of Economic Analysis (Harvard University 
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plicity of equaibrium of many variables. Samuelson's mathematical 
technique goes beyond Walras’ and Pareto’s and deals eashy with 
many variable changes or shifts, something which is rather lost in 
Hicks’ non-mathematical exposition of comparative statics.® A third 
point is that results can be obtained, and often easily obtained, in 
terms of finite changes and discontinuity, and not only in differential 
or continuous forms. Indeed, if conclusions are to measure up to 
empirical data, this is almost essential. 

Like Hicks, then, Samuelson is much concerned with comparative 
statics, with the answers to such questions as: if demand shifts 
upwards, does the price increase? He goes on, moreover, to a sketch 
of what might be achieved in a field about which very little has been 
said, comparative dynamics. It is often thought that we progress 
naturally from statics to comparative statics and that we then switch 
into something different called dynamics, something better and more 
realistic. Samuelson emphasizes that statics and d3mamics refer to 
the formulations of economic systems. Moreover, all formulations 
which involve time are not dynamic; a static system can easily include 
a secular or historical movement. Finally, Samuelson maintains, 
statics and dynamics cannot be kept as quite distinct branches of 
analysis. Comparative statics can be defined as the comparison of 
one position of equilibrium with another without reference to the 
path of transition from one to the other. This does not appear to 
involve any dynamic formulation. But Samuelson shows that 
meaningful conclusions in comparative statics come from conditions 
of stability of equilibrium positions. And these can only be derived 
from a dynamic model which shows under what circumstances a 
displacement from equilibrium will be followed by a return (perhaps 
oscillatory) to equilibrium. 

It is just not possible in any one review to deal with all aspects 
of Samuelsbn’s book. In the following sections, I concentrate on 
certain basic matters which happen to interest me. I would add that 
what makes the book such essential reading for the economist is not 
so much Samuelson’s mathematical treatnfent as his economic 
insight. So many things which, have worried the economist for years 
past appear so .simple in Samuelson’s devastating analysis. He is 
quite ruthless in casting out what is really irrelevant.'^ 

3. Hicks’ e^osition is made possible by the use of the concept of a coeq- 
posite commodity on the assumption that the prices of the components vary in 
proportion. One result is that he gets rather tangled up with various concepts 
of “money.” 

4. This may be the place to register some (relatively minor) complaints. 
Samuelson has clearly been lax in editing and proofreading his book; there are 
numerous mi^rints and slips, some quite confusing, and the ^tem of cross 
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II 

The most definitive parts of Samuelson’s work are those on the 
theory of cost and production and on the theory of consumers' 
demand. Here he has undoubted success in his attempt to unify, 
simplify and codify existing theories. Many of the constructions 
and concepts which have exercised the minds of economists in the 
past are shown to be of little significance, except perhaps for exposi- 
tory purposes. The linear homogeneous production function, con- 
sumers' surplus, and the assumption of constant marginal utility of 
^^money" are only some of the more notable casualties. Some may 
wish to revive them, but very potent restoratives will be needed. 
Samuelson himself has very little use for them; he remains somewhat 
uncertain only in the case of the ‘‘integrability" conditions on the 
consumers' scale of preferences, which (as an economist) he would 
like to dismiss but which (as a mathematician) he cannot quite ignore. 

Samuelson differs from Hicks in his treatment of the theory of 
production. He takes it before, and not after, the theory of con- 
sumers' demand. He presents it in a stage by stage analysis, in 
contrast to the wider but more formal method of Hicks. There is 
room for both treatments although, personally, I prefer Samuelson's. 
His analysis throws more light on matters which have troubled 
economists and which have been the subject of heated controversy. 
The implications of “pure" competition, the “adding up" problem 
and the question of discontinuities in the production function are 
examples. Samuelson, however, assumes that the firm has only one 
product; he might well have indicated the obvious extensions to the 
case of joint production. 

The stages in the analysis are: (1) the combination of inputs 
(at given prices to the firai) to minimize cost for a given output; 
(2) the choice of output to maximize net revenue to the firm; and (3) 
the external relations of a firm to the rest of the industry. The first 

references is inadquate. He is sometimes obscure in Ms wording and he might 
well have ^ared us such monstrous concoctions as “monotonicity” (p. 12). He 
is not always happy on the mathematical side and tends to fall between two stools. 
His mathematical treatment is not simplified enough for the economist and not 
rigorous enough to satisfy the mathematician. (As a small example, on pp. 65- 
66, he says: “This can be proved rigorously in two ways . . But when he 
comes to the second proof he starts: “More rigorously . . .”). His compromise 
is particularly unsatisfactory in his handling of matrix algebra. He would seem 
to have decided to keep the matrix notation to footnotes, without detailed explan- 
ations; unfortunately, matrices have tended to creep back into the text in a 
rather ^tidy and confusing way. A text on matrix algebra suitable for the 
economist is badly needed and it is a pity that Samuelson has not added a third 
mathematical appendix to those in which he discusses quadratic forms and 
difference equations. 
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two can be run together, but the third raises different problems and 
must be kept separate. 

With (1) as an illustration, I would make first a mathematical 
point which is not always appreciated. A problem of maximum 
(minimum) subject to single constraint can always be posed in two 
ways with identical results. Generally, the maximum (minimum) 
of one function is sought subject to the constancy of a second function. 
This can be turned round to give the minimum (maximum) of the 
second function subject to a constant value of the first. For example, 

let X == O be the production function and y = 

y(vi,V 2 , O be the cost function of a firm, the being inputs. 

Stage (1), as posed above, is to minimize y for given x. The solution 
is obtained by minimizing {y — l\x) where X is a Lagrange multiplier, 


I.e. 




II 

1 

dx 


dVi 

dVi 

with 

x{vi, ih, 

. . . 

This 

gives y and the i 


[i — 1, 2, 


n) 


prices which are —\ The alternative formulation is to maximize 
dvj 

X for a given y (maximum output at a given cost.) Here we maximize 
{x - iiy), i.e. 


with 


^ _ dy 
dVi dvi 

y (vi, V 2 , . . 


a = 1 , 2 , 


Vn) = y — constant. 


n) 


giving X and the as functions of y (and the input prices). The 
result is identical with the first, setting a = ~ and inverting a; as a 

A 


function of y into 2/ as a function of x. 

In stages (1) and (2) together, with a continuous production 
function, one of the few meaningful results which can be obtained 

is — < 0 where Wi is the price of the input Vi. The firm^s use of 

dWi 

an input decreases as the price of the input increases (other input 
prices constant). This is the continuous case. But little difliculty 
is found in the analysis, or in the interpretation of the operation of 
the firm, if certain discontinuities are assumed. Finite differences 
then replace differentials or partial derivatives, and the meaningful 

n 

result appears as S A»i Aw,- ^0. If all input prices are raised or 

■. i » 1, 
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remain unclianged {Lwi ^ 0), then the amounts used cannot all 
increase. A difficulty with this kind of condition is to be sure about 
dropping or retaining the equality sign. (Samuelson is perhaps not 
always above criticism on this point.) Here the equality sign is 
essential. We cannot quite say that the amount of an input used 
will decrease if its price rises (other prices remaining unchanged). 
There is always the possibility, in the discontinuous case, that no 
change in the use of an input follows a rise in its price. 

Samuelson has much that is sensible to say about the ‘‘adding 
up” problem, with particular reference to the linear homogeneous 
production function and the analysis of stage (3) when external 
forces are brought to bear on the firm. Many economists appear 
fascinated by the linear homogeneous production function, by the 
attainment of miniimim unit cost under “pure” competition and by 
the complete distribution of the product with net revenue (or profits) 
zero. Here is complete confusion. For one thing, a U-shaped unit 
cost curve (i.e. a curve with a minimum at all) is not consistent with 
a linear homogeneous production function, for which unit and mar- 
ginal costs are both constant. Samuelson attributes the confusion 
to a desire to explain everything in terms of marginal productivity 
with nothing left as a residual. Further, even if we want complete 
distribution, there is no need to demand it at all outputs (as with 
the linear homogeneous production function); it is sufficient to get 
it at one output (where unit cost is a minimum). 

The first conclusion is that the assumption of a linear homo- 
geneous production function should be dropped, except as a very 
special case which is ‘‘singular” in the mathematical as well as the 
general sense. If we feel we need some explanation of why doubling 
the use of all factors does not double the output, we might agree 
with Samuelson to include in the production function, not all “fac- 
tors,” but only “inputs” limited to measurable economic goods and 
services. Or we might quote Hicks’ assumption that the firm “pos- 
sesses some fixed productive opportunity which limits the scale of pro- 
duction, and to which the surplus can be imputed as earnings.”® Or 
we might follow Chamberlin and maintain that, while, with larger 
input aggregates, increased specialization and technical economies 
may dominate at first, eventually they will be more than offset by 
rising costs of co-ordination,® 

5. Op. cit., p. 322. 

6. E. H. Chamberlin, '‘Proportionality, Divisibility and Economies of 
Scale,” this J (mrridl, February 1948. Chamberlin appears to consider the more 
general case where all factors are variable and included in the production function, 
as against Samuelson who excludes, and Hicks who fixes, some factors. I doubt, 
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The production function not being homogeneous, the unit cost 
curve can take the familiar U-shape. Under ^^pure^^ competition, the 
price of the product being given to the firm, equilibrium for stage (1) 
and (2) combined occurs at the output which makes marginal cost 
equal to price. This is not at the point of mmimum unit cost, except 
by accident, and the firm makes a profit. (The profit could be a loss 
but then the firm goes out of business in the long run.) The common 
objection is that this is inconsistent with “pure” competition. The 
concept of “pure” competition here is clearly wider than the one 
used above (where the prices of product and of mputs are given to 
the firm). Something new has been added, something of a quite 
different nature, namely the condition that the firm's profit be zero, 
implying that unit cost is minimal. It is not always clear which of 
these two, zero profit or minimum unit cost, is to be regarded as the 
condition. But, whichever it is, it is an inappropriate addition which 
serves only to confuse the issue.^ 

Having got the equilibrium of the firm under “pure” competition 
(in the above sense) or under other conditions, we can indeed proceed 
to a quite distinct analysis, that of stage (3). Here we seek to explain 

however, whether he differs from the others, except in exposition. Would any 
of them object to the following? 

The theory of the firm deals with an entity which, whatever adjustments 
it makes in its organization, remains the co-ordinating and decision-making unit. 
The production function is defined for, and is peculiar to, this entity. All factors 
which can be measured in quantitative units appear as variables in the function. 
(If a “factor” is not so measurable, how can its use be doubled?) The function 
expresses the maximum output the firm can get from stated amounts of the factors, 
the best combination of the factors the firm can achieve as a co-ordinating unit. 
The form of the function reflects the finn^s co-ordinating power in its own environ- 
ment; it shows what the firm is technically capable of achieving. Not all aspects 
of co-ordination appear in the form of the function; some are expressed as measur- 
able factors (such as the use of punch-card equipment). But there is always 
something — some non-measurable “factor” — which can only show up in the 
form of the function. The net revenue the firm can derive, as a maximized residual 
or surplus, is dependent on the technical conditions expressed in the production 
function in conjunction with the conditions of factor supply and of demand for 
the product. The net revenue of one firm can differ from another's, not only 
because it faces different supply-demand conditions, but also because its produc- 
tion function is different. As indicated here, the determination of maximum net 
revenue can be shown in two stages. The first fixes the proportions in which 
factors are combined for any scale of production; the second determines the scale 
of production. Chamberlin’s analysis now falls into place. And at no point do 
we feel driven to assume a linear homogeneous production ftmction, except as a 
singular case. 

[See below, p. 143, note 7, for comment — Ed.] 

7. It can be noticed that “pure” competition was introduced (Chamberlin; 
The Theory of Monopolistic CompetUionf pp. 6-7) precisely because the concept 
of “perfect” competition had grown too wide and variable. It has since tended 
to suffer the same fate. 
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how the level of profits is determined in any industry. In particular, 
we can lay down certain conditions on “free entry, on potential 
competition from outside firms. The conditions may imply though 
this is not necessary — that net revenue for the marginal firm is zero, 
and hence that this firm’s output is at minimum unit cost. As 
Samuelson points out, however, there is no empirical evidence in 
real life that there are “competitive” forces driving profits to zero. 
But there are many ways in which “free entry” conditions can be 
framed; the point here is that they are additional to the analysis of 
the fiirm. They can be added, or left to be swallowed up in the wider 
analysis of market equilibrium where prices of products and inputs 
are determined. 

Ill 

In the theory of consumers’ demand, we have a single consumer 
with given income I able to purchase n goods on the market at given 

prices pi, P2, Pn- want, fii’st, to be able to say that the 

consumer’s demand is uniquely determined, i.e., that his purchases, 

xi, 0^2, iCn are single-valued functions of /, pi, p2, Pn- 

The demand, moreover, should be invariant to proportionate changes 
in income and all prices, i.e., the demand functions are homogeneous 
of order zero. Secondly, as a problem of comparative statics, we 
want to trace how demand changes as income and prices are varied. 
In particular, we seek general restrictions on these changes, restric- 
tions which (ideally) could be verified or refuted from empirical data. 

We must expect that there are several constructions, or sets of 
hypotheses, which serve to “explain” the same phenomena. Our 
choice must then be for the simplest model. As economists, we do 
not wish to introduce complications not needed for an explanation 
of empirical economic facts. In particular, we have no direct interest 
in features of consumer behavior which may appeal, for example, to 
the psychologist. 

One explanation of consumers’ demand is based on the assump- 
tion of an ordinal preference field with properties ensuring that, for 
any given income and prices, there is a unique set of purchases at the 
maximum level on the preference scale. Hicks has shown how neatly 
this can be worked out. There are certain equations, invariant with 
respect to an ordinal utility function, which determine equilibrium 
and show how the demand functions of the required form arise. There 
are certain inequalities, again invariant with respect to the ordinal 
utility function, which ensure a maximum rather than a minimum. 
These can be translated into restrictions on the variation of the 
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demand functions as income and prices change. As in the theory of 
production, these conditions can be obtained from alternative formu- 
lations of the problem; the consumer either maximizes utility for a 
given income or minimizes expenditure for a given utility level, 
prices being given in each case. We can choose between the formu- 
lations according to convenience of exposition. 

In developing his theory, Hicks was disturbed by the fact that 
he could not use all his inequalities in deriving restrictions on the 
demand functions. Samuelson has now shown, what Hicks had 
begun to suspect,® that there is just one inequality, and a very simple 
one, from which we can derive all restrictions on demand. The 
inequality turns on “cross’’ valuations of purchases at different sets 
of prices in the manner of standard index number practice. Indeed, 
the inequality serves as the basis, not only for the analysis of demand 
fimctions, but also for index number theory and other purposes.® 

We compare two equilibrium situations, denoted by sufBxes 
0 and 1, for the consumer. Writing the summation S over the n 
goods, we first compare the cost of the purchases of the second situa- 
tion at the prices of the first with the actual cost of the purchases of 
the first situation, i.e., we compare S p^xij with S poxo- If S p^xi ^ 
2) pqXqj then the quantities Xi could have been purchased in the first 
situation with the income then available (SpoXo), whereas in fact the 
quantities Xo were purchased. The consumer prefers the quantities 
Xq to the quantities Xi, The second comparison is between l^piXo 
and XpiXi. Here, if XpiXo ^ ^PiXi, then the consumer prefers the 
Xi quantities to the xq quantities. For consistent consumer behavior, 
if the first inequality holds, the second cannot hold, and conversely. 
Hence, Spoo^i ^ ^p^Xo implies l^piXo > SpiXi. Translating into 
finite difference form, we have 

if 2pAx ^ 0, then 2)(p + Ap)Ax <0 (1) 

where Ap, Ax are changes from one situation to the other. (1) is the 
inequality condition which Samuelson shows to be basic to the theory. 

Now, the last paragraph, leading to (1), does not refer at all to 
a utility function or a preference scale, only to what Samuelson caJls 
“revealed preferences.” If we simply lay down (1) as our basic 
hypothesis — and it is in a form (ideally) refutable from empirical 
data — then we get practically everything we want. First, itfollows 
that the demand functions are unique and homogeneous of zero 

8. Op. cit., pp. 51-2, 311, and Additional Note A 

9. Of. J. R. Hicks; ‘The Valuation of the Social Income,” Economica (1940), 
and '‘Consumers’ Surplus and Index Niimbers,” Review of Economic Studies (1942). 
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order. ^ Secondly, a particular case included in (1) is 

if SpAa; = 0, then SApAa? <0 (2) 

The meaning of this needs to be examined carefully. There have 
been changes (Ap) in the prices. There has also been a change in 
the income of the consumer: 


AJ — S(p + Ap) {x + Ax) — Spx = SxAp 


i.e., the price changes have been compensated by a change SxAp in 
income. The compensation is such that the quantities now purchased 
(following the compensated price changes) could have been bought 
at the old prices and income: S(x + Ax)p = 2)xp. For such com- 
pensated price changes, DApAx < 0. If the price changes are all 
upwards (or some up and others unchanged), then we cannot say 
that all demands are decreased but we can say that on balance there 
is a decrease in demand. In particular, if there is a rise (Ap) in one 
price only (other prices unchanged) compensated by an increase 
(xAp) in income, then the demand for the good falls.^ Finally, in 
the limiting form with differentials and rates of change, (2) becomes 
Sdp dx < 0 if 2lp dx =s 0 so that dl = Sx dp is the compensating 
change in income. Hence 

i ® 

We are now on familiar ground. From (3), if only p, changes, then 


dXr , 


Xr 


SXr 

w 


<0 


which is Hicks’ substitution effect. On the other hand. 


/ ^^8 
w 


+ Xr 


dlj 


can be of either sign, which is Hicks’ complementarity. These 
expressions are, of course, Slutsky’s compensated variations in demand. 

It appears, therefore, that all we need about demand derives 
from the single condition (1). There is no need to postulate an 


1. Samuelson, op. cit., pp. Hl-12. 

2. If we admit the hypothesis of an ordered preference field, then there is 
another compensated price change, namely a change in prices accompanied by 
a change m income sufficient to maintain the consumer on the same indifference 
smface. The compensated price change of the text maintains the consumer on 
the same price plane, not the same indifference surface. The two compensations 
are thus different for finite changes; they coincide for differential changes It 
can be shoTO, however, the SApAx < 0 holds equally for both. Samuelson does 
not make the distmction here drawn. 
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indifference map or to assume that the consumer acts to maximize 
utility or minimize expenditure. We gain a good deal by concentrat- 
ing on the condition (1) and shaking ourselves free of traditional 
utility analysis. For one thing, we get away from the concept of 
elasticity of demand with respect to variation in a single price; it is 
really easier to let all prices vary together. Again, we find we can 
operate with finite changes (and not only with rates of change) and 
so approach nearer to empirical tests. To take one example, we can 
follow Hicks® in extending (1) from a single consumer to the whole 
body of consumers. If we find Sporci < Sporco and SpiOJo > 
are both true, then (1) is satisfied. We know that the behavior of 
consumers is consistent in the two periods and we can say that there 
has been a fall in real social income. On the other hand, we could 
find < SpoiCo and Spia;o < Spio^i which contradicts (1); some- 
thing has happened between the two periods to change the pattern 
of consumers’ behavior. This is an exercise in the New Welfare 
Economics. 

But does it follow that we should scrap utility analysis altogether? 
We should not be too hasty. I am inclined to think that we should 
keep utility analysis, as developed by Hicks and others, at least for 
purposes of exposition and interpretation. It is useful to be able to 
say, when faced with the contradiction just mentioned, that it seems 
probable that the indifference maps of consumers have changed. It 
is useful to be able to describe the well-known terms in (3) as com- 
pensated price changes, corresponding to the maintenance of a given 
utility level. Any change whatever in prices is conveniently split 
into a change along the indifference surface (the substitution effect) 
and a proportionate change in all prices (the income effect). 

IV 

So far, equilibrium positions have derived from conditions of 
maximum (minimum). The inequalities which ensure a maximum 
rather than a minimum (or conversely) then give the operative results 
in comparative statics. The mathematics of the analysis turn largely 
on the theory of quadratic forms. The inequalities are the stability 
conditions and they do not involve, except implicitly, considerations 
which can be described as dynamic. 

In other problems, equilibrium positions arise, not from condi- 
tions of maximum (minimum), but from the equation of certain 
variables. Questions of comparative statics now involve stability 
conditions which are more difficult to formulate and which (as Samuel- 

3. “The Valuation of the Social Income/' Ecmmica (1940). 
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son shows) must be based explicitly on dynamic models. A typical 
case is the equation of demand and supply on a market, and stability 
considerations can lead to the familiar “cobweb” theorem. Dynamic 
systems are needed in comparative statics just as much as in (say) 
a theory of industrial fluctuations. 

The definition of dynamics adopted by Samuelson follows Frisch. 
A system is dynamic “if its behavior over time is determined by 
fimctional equations in which Variables at different points of time’ 
are involved in an ‘essential’ way.”^ From the mathematician’s 
point of view, therefore, dynamic relations are essentially difference 
equations. It may be appropriate sometimes to introduce continuity, 
to replace finite differences by rates of change, and sums by integrals. 
The relations are then differential, integral or mixed equations. 
But, whereas in physics differential or integral equations are usually 
appropriate, this seems to be less often the case in economics. A ball 
set rolling down a hill will continue to roll until it reaches the bottom. 
However, even in the most rapid collapse of prices on the stock 
exchange, prices are only marked down at definite points of time and 
business is suspended at closing time. 

Economic dynamics must thus be based firmly on a theory of 
difference equations. Hitherto no account of such a theory has been 
available to economists. Samuelson makes good the deficiency in a 
long mathematical appendix. But it is very tough going, partly 
because the exposition is formal and lacks illustrative examples 
designed to maintain the economist’s interest. Examples are useful, 
not only in illustrating general methods, but also in showing how 
actual difference equations arise in economic problems. The following 
examples are offered in the hope that they may help economists to 
follow Samuelson’s formal development. 

A difference equation involves variables at different points of 
time. Perhaps the simplest example is the growth of a sum at interest, 
of lOOr per cent per year compounded annually. If y{t) is the amount 
at the end of year t, then 

+ 1) *= (1 + r) y(0 (4) 

This relation involves two points of tune or one tune lag; it is a 
difference equation of the first order. It is also linear since only y(t) 
and y(t + 1) appear, and not powers, etc. Finally, it is non-historical 
since time does not appear explicitly; the relation is not dated but 
holds for any two consecutive years whatever. A general solution 
of (4) is an expression of as a function of t, and it can be written 

4, Samuelson, op. cit., p. 314, 
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once a single initial condition is specified, a condition which serves 
to “start up” the system. Suppose we specify the initial sum yo. 
Then we have the following step-by-step solution: 

y(fi) = yo; y(X) = (1 + r)y(0) = yo(l + r); 

3/(2) = (1 -f r)y(l) = 3/0(1 + rY; 

and generally y(,t) = 3/0(1 + r)* 

A slightly more complicated case arises when the difference 
equation has a term not involving the variable y. For example, in 
the compound interest problem, suppose that a fixed bonus of a is 
added each year. Then y(t -f- 1) is the sum of (1 -1- r)y(t) and a, i.e.. 


the difference equation is 

y(t 1) - (1 + r)y(t) =0 (5) 

With the same initial condition, the step-by-step solution is now 
3/(0 = J/o(l +r )‘ -1- 0(1 + + a(l + r)*^ + + a 

or 3/(0 = 3/0(1 -1- rY +■- [(1 -1- r)‘ - 1] 

r 


The general solution of (5) is in two parts. One part is yo(l + tY 
which is the general solution of the “reduced equation” y(t + 1) 

— (1 + r)y{t) = 0. The other part is —[(1 + rY — 1] which can 

r 

be checked to be a particular solution of the full equation (5).® This 
suggests what is indeed one of the main working rules for solving 
difference equations. To solve (6), we first find by trial and error 
some particular solution of it, and we then add the solution of the 
simpler equation (4) to get the general solution. 

A further complication arises when the difference equation is 
historical, involving time explicitly. Suppose that a bonus is added 
each year as in (5) but that its amount is declared year by year. Let 
1929 be the initial year {t = 0) when the sxim 2/0 is at compound 
interest. Suppose, as a matter of history, the bonuses declared are 

ai in 1930 {t = 1), 02 in 1931 = 2), Then 

y{t + 1) - (1-f r) 3/(0 = a«+i (6) 

is the difference equation. The solution is found step by step to be 
3/(t) = 3/0(1 rY -I- Oi(l + r)*”^ + 02(1 + -h + Ot 

5.Put i/(i)=?^l(l+r)*-l],3^(/-l-l)=-[(l+r)‘+l- ll: then 
r r 

y(t + l)-(l+r)if(i) - “[(l+r)‘+i-(l-t-r)l"=« 

r f 
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The solution of (6) is the sum of the solution of the same “reduced 
equation” and a particular solution which depends on the historical 
run of bonuses. 

We can now pass to a difference equation of second (or higher) 
ord® involving two (or more) time lags. The well-known auto- 
regressive system of Yule and Kendall provides an illustration.* 

The second order case, in linear form, is: 

y(t -1- 2) -f- ay(t -4- 1) -f- by(t) = ^+2 (7) 

where a and h are constants of the structure of the system, and where 
^ ^-2 is an historical disturbance. Any term in the series is determined 
by the two preceding terms, except that a disturbance peculiar to 
the term in question is added. Without the disturbance, we have the 
non-historical form: 

y(t 2) -f- ay(t -1- 1) + hy(t) =0 (8) 

Here (8) is the “reduced equation” correspondiug to (7) . The method 
of attack is as before. We find a general solution of the reduced 
equation (8), a solution which involves only the structural constants 
a and b but which needs two initial conditions, e.g., ^(0) = y^ and 
yO-) = Vi, to “start up” the series. Next, we try to get some particu- 
lar solution of the full equation (7). The sum of the two provides the 
general solution of (7). The general solution, then, consists of a 
systematic part independent of the historical disturbance and a part 
which arises historically. What we look for in the first part generally 
is a damped oscillation. This kind of system is clearly relevant to 
certain theories of industrial fluctuations. 

The general method is very similar to that adopted in the theory 
of differential equations. There are some rather formal ‘‘existence” 
theorems which ensure that a unique solution exists.^ In practice, 
success depends on trying out a box of tricks, e.g., to find some 
particular solution of (7) to add to a general solution of (8). It is all 
rather scrappy and hit-or-miss. With difference equations, however, 
we can al-ros^ fall back on the step-by-step method to trace the course 
of the varia,bles, given by specific difference equations, starting from 
specified initial conditions. 

The use of “operators” is very helpful. Let H be an operator 
which turns y(t) into y{t + 1), i.e., Ey{t) = y(Jt -F 1). Then 

,n t' ^ Contributiona to ffie Study c/ OscOMory Time Series 

(Cambridge, England, 1946). 

7. The existence theorems for difference equations are rather glosaed over 
by Samuelson, e.g., op. oit., p. 386. 
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»= Eyit + 1) = y{t + 2), and so on. Let A be the usual operator 
for ^te differences. Then Lyif) = y{t+ 1) — = 

Ay(t + 1) — Aj/(0 = y{t + 2) — 2y(fi + 1) + y{t)] and so on. Any 
difference equation can be represented alternatively in terms of E 
and in terms of A. Equation (4) can be vrritten 


[E - (1 + r)]y(t) =0 or (A - r)y(t) =0 (9) 

Equation (8) can be written 

(jB* + aE + b)y(t) = 0 or 

[A2 + (a + 2)A + (a + 6 + 1)] y{0 = 0 (10) 


To get the second form, some rearrangement of terms is needed in 
each case. But the utility of operators in practice arises from the 
fact that they can be handled as though they were quantities. By 
definition 

Ay(t) = (E - l)y{t) 

We can write A = £r — lorJB=A+l and transform the equation 
in one form to the other. So, in (10) 

E* + aE + 6 = (A + 1)* + a(A + 1) + 6 
== A* + (o + 2)A + (a + 6 + 1) 

It is to be noticed that a difference equation written in terms of 
finite differences (with the operator A) is in analogous form to a 

d 

differential equation in which the operator is E = — . For example, 

dt 

the difference equation (9) for interest compoimded annually is 
Ay(t) = ry(t). The corresponding differential equation for interest 
compounded continuously is Dy(t) = ry(t). 

The nature of difference equations which arise in the djmamic 
formulation of a problem in comparative statics can be illustrated 
by a simplified example used by Samuelson. Equilibrium on the 
market for a sii^le good is determined by the equation of demand 
and supply: the equilibrium price p is a solution of E(p) = E(p). 
If price is initially fixed at po( ^ p ), what happens over time? Of 
the many different dynamic formulations of this problem, two can 
be noticed here. First, we start with the assumption that price will 
rise as long as demand exceeds supply and will fall as long as supply 
exceeds demand. We add an assumption, which involves continuous 
changes, that the ^eed of adjustment is proportional to the differ- 
ence between demand and supply. A differential equation is the 
appropriate expression of the dynamic relation: 

I = X[E(p) - 8(j>)] = \[D'(3) - E'(p)] (p - F) 
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approximately by expansion. Here X is the speed of adjustment 
and positive. The equation is easily solved to show that p moves 
continuously towards or away from p according as S^p) is greater 
or less than It is a feature of differential equations (such as 

this) that they permit only continuous movement one way or the 
other and exclude the possibility of oscillatory movements. For 
this reason alone, they are not altogether appropriate in economic 
dynamics. 

Secondly, we start by assuming that demand adjusts itself 
immediately to price but that supply reacts only after a time lag. 
Supply at time (t + 1) is /S[p(0] when p{t) is the price at time L 
Demand at time (t + 1) is D\p(t + 1)] and p(t + 1) is fixed to clear 
supply: 

D[p(« + 1)] =S[p(0] 

This is a differeace equation which, from a given initial price po, 
gives step by step the price p(t) as it develops over time. In the 
particular case of linear demand and supply (with constants a, p, 
a and 6), we have 

a — |8p(i +!) = « + bp(t) 

i.e., pit + 1) +~pit) = 

p P 

which is a linear difference equation of the same type as (5). The 
solution, easily derived, shows a greater range of possibilities; in 
particular, p can oscillate around, towards or away from p . This is 
the familiar “cobweb” result. 

This example indicates the limitation of Samuelson’s work. 
Why should supply at time (f + 1) depend on price at time t? We 
mi^t say that it depends on what suppliers at time t expected the 
price at time (t + 1) was going to be, and that the expectation 
depends on the price at time t. But the expectation depends on other 
things as well. The concept of expectation is one which finds no 
prominent place in Samuelson’s theory. He gives a comprehensive 
and satisf 3 ring treatment of comparative statics, including the 
dynamic formulation of stability conditions. But he does not 
provide an 3 rthing like the Hicksian analysis based on expectation. 
On economic dynamics in the wider sense, and particularly on trade 
cycle theory, he is content with some indications of what is to be 
done, making valuable suggestions of interest particularly to the 
mathematician. He points to the need to msplore the almost unknown 
territory of comparative dynamics in which the whole course of an 
econoirdc system over time can be varied by some change (e.g., in 
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the marginal propensity to consume) . He stresses the potential 
importance of non-linear difference or differential equations and of 
systems with stochastic elements. We are here in a mathematical 
domain presenting formidable problems and still awaiting systematic 
development. 

Mathematical economics in the past has been dominated by the 
mathematical convenience of linear systems. It seems likely that 
linear assumptions are not adequate in the treatment of economic 
dynamics. If so, some other simplification is needed to prevent the 
mathematics from getting too formal. No one has yet hit upon the 
appropriate simplification. There is much to be done by the mathe- 
matician as well as by the economist. 

R. G. D. Allen. 

London School of Economics 



PROPORTIONALITY, DIVISIBILITY, 

AND ECONOMIES OF SCALE: TWO COMMENTS 

Professor Chamberlin describes the subject of his article as “the 
long-run average cost curve of the firm, interpreted as the joint result 
of the proportions of factors employed and of their aggregate amount/'^ 
He criticizes the practice of treating proportions and size as separate 
problems, and asserts that “the erroneous thesis has come to be widely 
held that under the 'perfect divisibility' of theory, as applied to the 
factors of production, there would be no economies or diseconomies 
of scale." In discussing these matters, it would seem to be advisable, 
first, to distinguish carefully between the situation in the real working 
world and that in any particular theoretical model, and, second, to 
define rather carefully what is meant by “divisibility." Professor 
Chamberlin acknowledges the importance of the second requirement,^ 
although in fact he does not attempt an explicit definition; but he 
says nothing about the first. His article therefore suffers from a 
double confusion: (1) it is not clear whether he is speaking of the real 
world or of some particular theoretical model, and (2) the reader must 
decide for himself, from the context, what is meant by “divisibility." 

It is customary to explain economies of scale by the “lumpiness" 
of certain factors of production. For various technical reasons the 
factor may be available only in discrete units, often of substantial 
size, and therefore over a considerable range output may be variable 
only by altering the amoimt of other factors used in conjunction with 
the “lumpy" factor. From this point of view, the problem can be 
said to involve the proportions in which the factors are combined; 
there is a certain optimum proportion of factors, but this optimum is 
only attainable when the aggregate use of the lumpy factor is large,® 
since it can be had only in (large) discrete units. Imperfect divisi- 
bility, in the sense that it is impossible to obtain the lumpy factor in 
fractional units having proportionate eflficiency,^ makes it impossible 
to produce with equal efficiency at lower outputs. 

1. This Journal, LXII (Febniaiy 1948), p. 229. 

2. Ibid., p. 239. 

3. “Large” in a relative sense only. Logically the argument applies equally 
to one among many local barber shops and to a single steel mill capable, at opti- 
mum size, of supplying an entire economy. 

4. In practice this may be thought of as inability to get fractional units 
bearing the same ratio of cost to output as standard units. 
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Professor Chamberlin objects to this approach. He rejects any 
definition of divisibility that requires or implies that the efficiency of 
the factor is not affected,® though without offering any reason except 
that such a definition makes a mere tautology of the proposition that 
economies of scale depend on imperfect divisibility. But the mere fact 
that a proposition is tautological does not necessarily make it useless 
or unimportant. Professor Chamberlin^s argument may also be dis- 
missed as tautological once his (implicit) definition of divisibility is 
granted; indeed, some philosophers have contended that all reasoning 
can be reduced to a series of tautologies. In effect he simply defines 
his terms to include only those t3rpes of divisibility that are practi- 
cable in the real world, and he discusses no other possibility. It is not 
surprising, therefore, that he comes to a conclusion that appears to be 
very different from that of other economists; although he uses the 
same terms as they, he imbues them with an entirely different 
meaning. Having defined his terms so as to exclude the infiuence of 
indivisibility in the sense used by others, he finds that indivisibility 
in this sense plays no part in his model. What could be more tauto- 
logical than that? Thus, as is so often the case in economics, the 
crucial factor is the choice of definitions and assumptions : once these 
are settled, the rest is hardly more than an exercise in logic, and there 
can be little room for argument about the conclusions to be reached. 

That it is tautological does not necessarily invalidate Professor 
Chamberlin's proposition, however, any more than it does that of 
those whom he criticizes. It becomes, rather, a question of whether 
his definitions are more useful for certain purposes than the other 
definitions — in other words, whether they more accurately reflect 
certain aspects of the real world. So far as the practical application 
of economic theory is concerned, it is certainly more realistic to think 
in terms of models in which factors of production are subject to the 
limited types of divisibility which Professor Chamberlin discusses. 
As one who is primarily interested in economics for its practical 
application to the world's problems, rather than as an arm-chair 
occupation for the intellect, this correspondent would have heartily 
agreed, had the approach been from such a viewpoint. But Professor 
Chamberlin goes far beyond that, and seems to believe that he has 
disproven the ^^indivisibility" thesis in any and all circumstances. 
Yet the broader definition of indivisibility, which includes the 
qualification that efficiency is not to be affected, is every bit as 
legitimate as his narrower definition, and is certainly useful in under- 
standing the forces at work. It is quite true that in the real world 
6. Ibid. pp. 237 ff. 
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the long run average cost of the firm is “Ube joint result of the propor- 
tions of factors employed and of their aggregate amount.” It is not 
wrong, however, to assert that there would be no economies of scale 
if all factors were perfectly divisible (as broadly defined) . It would be 
very imwise to apply uncritically the conclusions derived from such 
a model, but there is nothing inherently wrong in the model itself; 
and when properly used it is helpful in understanding the real world. 

The difference between Professor Chamberlin and those whom 
he critichffis comes to no more than this : they are concerned with the 
fact that in certain circumstances it is impossible to apply certain 
factors of production with equal efBciency except in discrete units, 
whereas he is concerned with the fact that in these same circumstances 
any attempt to apply these same factors other than m discrete units 
(e.g., by resort to part-time practices) involves some loss of efficiency. 
There is evidently no disagreement about the facts, only a difference 
in approach and terminology. Yet surely the broader definition of 
indivisibility is more in accord with common usage. Let Professor 
Chamberlin complain, if he will, when someone speaks of production 
in the real world as if it were merely a question of proportions of 
factors without regard to their amount; that has little or nothing to 
do with the fact that, if all factors of production were capable of 
employment in infinitesimal increments with exactly proportionate 
efficiency (a condition that no one contends is met in the real world), 
there would be no economies of scale, and proportionality of factors 
would in fact be the only significant consideration. It is certainly 
true that a skilled laborer can not be divided up with a meat cleaver 
and apportioned among several employers without loss of productive 
efficiency,® but it is equally certainly true that this very indivisibility 
or Irunpiness of factors is what makes economies of scale possible. 

It may also be pointed out that Professor Chamberlin’s refusal 
to discuss increments in the amount of a factor used by a given firm 
on the assumption that the increments are of unvarying unit efficiency 
is at variance with the usual practice in economic analysis. When 
describing the changes m total output that occur when additional 
umts of labor are applied to a given fixed plant, for example, it is 
customary to stipulate that all umts are conceived to be of equal 
efficiency. Everyone knows that in the real world a firm does not 
Md cannot hire labor units of standard efficiency, but a number of 
indiiddual men, who vary greatly in ability, in strength, in energy, 
and in numerous other relevant ways; yet the concept of labor units 
of standard efficiency is highly useful in deriving the underlying 
6. a. Ibid., p. 240. 
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economic relationships, unencumbered by the effects of vanations in 
the abilities of individual laborers. It is obvious that, in any applica- 
tion of the theory to the real world, account must be taken of the fact 
that laborers are actually individuals and not standard units of labor; 
a monograph on the adjustments necessary for a practical application 
of the theory would be highly useful and valuable, but it could not be 
construed as a disproof of the theory. Prom all of which we may draw 
two conclusions with respect to Professor Chamberlin’s arguments: 
(1) the customary approach (for whatever it is worth) favors the 
definition of divisibility which he rejects; and (2), more important, 
we are led back to the proposition already made, that his arguments 
are more appropriate to a description of divisibility in the real world 
(which he does not attempt) than to a criticism of divisibility as it 
enters certain theoretical models propounded by Enight, Stiver, 
Kaldor, Lemer, Boulding, and others (which he does attempt). 
Professor Chamberlin has missed an excellent opportunity of bridging 
the gap between theory and practice in this fidd. 


Washinoton, D. C. 


A. N. McLeod 


In a recent article in this Journal, Professor Chamberlin has 
attacked the proposition that economies or diseconomies of scale can 
occur only if at least one of the factors used in production is either 
fixed or indivisible. He contends that the above formulation is either 
tautological or simply wrong, and that economies and diseconomies 
of scale can and wiU occur in the absence of indivisibilities. 

Professor Chamberlin treats the proposition that perfect divia- 
bility and constant returns to scale are S3monymous with great scorn, 
on the ground that the definition of divisibility used by most authors 
who maintain the above theorem already assumes what it is intended 
to prove. I venture to submit (1) that the question of a “proof” does 
not arise in this discussion, the whole problem being one of definition, 
and(2 )that the only definition feasible is one which identifies perfect 
divisibility with constant returns. 

The fact that most authors with whom Professor Chamberlin 
finds fault in this matter emphasize the tautological nature of their 
formulation, is acknowledged by him (althou^ sometimes he appears 
to be implying that they intended something more). Such being the 
case, I take it that his major objection turns on the question of the 
usefulness of the tautological definition used. It is tiiis problem 
to which we must now turn. 
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I 

It is surprising that throughout the discussion Professor Cham- 
berlin never touches on the difficulties encountered in defining a 
‘‘factor of production.” Now, as far as the firm is concerned, the 
only satisfactory definition of a factor of production is one based on 
eflSiciency. If we are to talk of demand and supply curves of factors 
of production to the firm, we must define a factor in a manner such 
that the marginal rate of substitution between its individual units is 
equal to unity for all levels of output. 

Thus we can measure any input in arbitrary units “a”, and 
classify all those units between which the marginal rate of substitu- 
tion is unity into the category Fi, If we say that any unit “a” within 
that category is divisible, this must mean that membership in the 
category is independent of the size of the input, where size is 
measured as a fraction or multiple of the standard unit “a”. This 
being so, it is clear that, if input measured in fca (fc < 1) units is to 
continue as member of the category, then (1) the marginal rate of 
substitution between an amount ha and another similar amount must 
be equal to imity, and (2) the marginal rate of substitution between 
1/h the amount ha and a must also be equal to unity. ^ 

It should be noted that the second postulate does not entail the 
assumption that an amount ha is k times as efficient as an amount a. 
It simply means that we can substitute 1/k units ha for one unit a 
without loss in efficiency. This is, of course, perfectly compatible 
with either increasing, constant or diminishing returns to successive 
amounts ha of the category Fi, 

Now let us suppose that a commodity A is manufactured by the 
use of two categories of input, Fi and Fj. Let the standard unit of 
Fi equal a, and that of Fj equal h. Let the proportion in which the 
inputs are at present combined equal a/&, and let c == fca, and d — kb 

{k< 1). We know by definition that — = 1; = 1, 

a b 

Therefore c/d = a/b. 

Prom this it is easily seen that if Fj and Fi are assumed divisible 
in the sense here used, there must be constant returns to scale; since 
the rate at which c can be substituted for d is the same as that at 
which a can be substituted for 6, where c and d are equiproportionate 
amounts of a and 6. 

1. The assumption is essential. If a hundred half-men are not equivalent 
to fifty whole men (Chamberlin, op. eit., p. 241), then there is no sense in which 
the fifty whole men can be said to have been divided. Arithmetic and economic 
meaning of units must correspond. 
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The above proposition is clearly one of definition only, and 
entails no “proof” of any sort. But definition is of primary and sole 
importance in this problem. Professor ChambOTlin’s difificulties seem 
to a large extent due to the fact that he does not realize that he must 
define a factor of production before he can say whether it is divisible 
or not. 

His discussion of the practical posdbilities of divisibility is a 
particularly good example of this fault. Professor Chamberlin con- 
siders that the continuous division of the general factor labor into 
more or less efficient laborers is an example of what we may mean 
“concretely” by divisibility.* Unfortunately he never defines his 
general factor labor, so that we do not know what it is that he is 
dividing. As far as I am aware no one has as yet supplied us with an 
adequate definition of the “general factor labor”. It is in matters 
like these that mathematical applications, which Professor Chamber- 
lin regards as irrelevant to the problem, are of some importance. 
If mathematical analysis is used, one cannot escape the necessity of 
providing a unique definition of the variables used. The meaning of 
a factor of production must be clear and unambiguous; hence for 
instance, the assiunption nearly always made in mathematical 
analysis of production, etc., that labor is homogeneous. The formu- 
lation of divisibility which Professor Chamberlin attacks is indeed 
not a “result” of mathematical analysis, but a necessary premise on 
which such ainal 3 ^is must be based. 

II 

Let us now examine some of Professor Chamberlin's contentions 
in a little more detail. 

Professor Chamberlin maintains that economies of scale may in 
the “absence of indivisibilities” occur owing to (1) “increased special- 
ization made possible in general by the fact that the a^egate of 
resources is larger, and (2) qualitatively different and technologically 
more efificient units of factors, particularly machinery, made possible 
by a wise selection from among the greater range of technical pos- 
sibilities opened up by the greater resources.”* But neither of these 
explanations appears to be satisfactory. 

If there is perfect divisibility in the sense in which we have 
defin^ it, then it is possible to achieve the optimum degree of 
specialization for any level of output. This is quite clear o priori. 
For any given outlay of money it is pos^le to btof exacSy the same 

2. Op. oit., page 242 

3. (^. dt., page 236 
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collection of inputs as with any greater outlay. Specialization 
nothing whatsoever to do with size; since perfect divisibility is 
assumed, it is solely a matter of subdividing any single productive 
process into a large number of stages, and this by defimtion is possible, 
irrespective of the absolute amount of factors employed. 

For instance, let us suppose that we have the choice of breeding 
men of the size and strength of ants, such that a hundred ant-men are 
equivalent to one representative standard-man in eflSiciency. Let us 
further suppose that there are ant-machines such that a hundred 
such machines are equivalent to one standard machine. Let the 
machines and men be the only factors (defined as above) employed. 
If there are, say, a hundred processes for which it is desirable to 
specialize one man and one machine, then it is clear that such special- 
ization can be achieved either by one hundred men and one hundred 
machines at a large output, or by one man and one machine divided 
into one hundred ant-men and one hundred ant-machines at a smaller 
output. By definition a hundred ant-men in any one use are equi- 
efficient with one man in the same use, and similarly with machines. 
If, therefore, it is desired to produce a larger output after a time, each 
ant-man and-machine could be replaced by one man and one machine, 
or by fifty ant-men and fifty ant-machines, without one scrap of 
difference being made in the possible degree of specialization. Perfect 
divisibility leaves no room for increased specialization with increased 
size. 

Similar criticism may be levied against the second explanation 
of economies of scale in the absence of indivisibilities. The only 
explanation of a “greater range of technical possibilities’' with 
increasing scale of operation must lie in the indivisibility of these 
“technical possibilities.” Indeed Professor Chamberlin’s explanation 
is as good an example of indivisibilities as one could hope for. If a 
certain machine can only be used “at all economically” with a certain 
output, then it is clear that either it, or some other factor, is by our 
definition indivisible. Professor Chamberlin is able to talk of divisi- 
bility in this instance only by assuming that it is the generic factor 
“machinery” which is required to be divisible. But “machinery,” 
like “labor,” as a factor has no meaning. If there is to be divisi- 
bility, one parUcuLar machine must be divisible, and that in the 
sense in which we have defined it. Professor Chamberlin talks of 
“technologicaily more eflScient units of factors.” But what are 
the umts in which he measures his heterogeneous collection? 

Professor Chamberlin throughout his article is at great pains to 
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show that “size” is at least as important as “proportions” in the 
‘problem of returns, and that doubling (zll the factors of production, 
even though there are no indivisibilities and the proportions between 
the factors remain constant, need not necessarily lead to the doubling 
of output. Apart from the criticism already made of his statement, 
the following further observations are relevant. 

Increased (or decreased) specialization, which we have already 
noted to be excluded by the assumption of perfect divisibility, is also 
excluded by the assumption of constant proportions. If we take 
Adam Smith’s example of the pin makers and assume that there are 
ten workers using ten different tools before the increase in operations, 
and twenty identical workers with twenty tools, of which two are 
always identical, then it is clear that there is no possibility of in c r e ase d 
specialization, if all the tools and workers are to be nM The com- 
mon sense proposition that the duplication of a given industrial pro- 
cess (together incidentally with a duplication of entrepreneurs or 
entrepreneurial function) ■will lead to a doubling of the output is 
unassailable. 

If, by increasing the scale of operations, factors are brought into 
use which were not previously used, then this is not only incompat- 
ible with the statement that all factors are perfectly divisible (as we 
hope to have shown), but also incompatible with the statement that 
all factors are increased in the same proportion. Any one factor, 
which is not used at a lower output cannot be used with a greater out- 
put, if for instance the latter is to be produced by doubling all the 
factors used at the smaller output. 

Lastly, Professor Chamberlin seems to regard the fact that “the 
greater complexity of the producing unit as it grows in size . . . (leads) 
to increased difficulties of coSrdination and management”* as a proof 
that there is no most efficient proportion of factors independent of 
output, even if all factors are fully divisible and in variable supply. 
This however is not the case. Increased complexity is due to the fact 
that management and entrepreneurship are not increased in the same 
proportion as are the other factors, and to nothing else. If manage- 
ment and entrepreneurship could be increased in the same proportion 
as the other factors there would be no increase in complexity. If two 
identical entrepreneurs set up two identical plants, with an identical 
labor force, to produce an identical commodity x, then the two together 

produce twice the amount of x that could be produced by one 
alone. 

4. Op. at., page 249. 
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III 

In conclusion something more may perhaps be said concerning 
the nature of the subject in dispute in this note. 

The question of what will be the effects of a perfect divisibility 
postulate on analysis, is mainly a question of definition. Contro- 
versies over definitions are mostly regarded as tedious and pedantic, 
yet there is much to be said for talking the same language. Also, at 
times one particular definition will enable analysis to be carriea 
further, or to be conducted with greater ease, than will another. 
There is thus no great need to justify the topic under discussion. 

Now the main difference between Professor Chamberlin’s 
(implied) definition and the one here advocated, is that his pays lip- 
service to common usage (though not to common sense) with respect 
to such terms as labor and machinery, and to the concrete possi- 
bilities of ''dividing” such generic groups; while our definition 
attempts to establish exact categories which can be used in analysis. 
It may be thought that his definition will enable him to analyze the 
problem of production on a plane less removed from reality and 
common sense than ours. This, however, is so only in one particular 
aspect of the problem. 

Our definition confirms the commonsense view that the doubling 
of all factors of production must lead to a doubling in output, a 
view which Professor Chamberlin cannot reach since he has no exact 
statement of what he wants us to understand by "doubling all 
factors.” On the other hand, Professor Chamberlin’s view may be 
more realistic in the case of "halving” or generally dividing the 
factors of production. In our definition, probably very few factors 
are divisible in the real world, while Professor Chamberlin’s concrete 
concept of dividing broad generic terms is more applicable. We hope 
however to have shown that this concrete view can hardly be used in 
rigorous analysis. 

Lastly, a word should be said concerning the tautological nature 
of our conclusions. There is no harm in tautologies as such, indeed 
a great deal of modern economic analysis makes use of them — one 
need only look at modem welfare economics, the analysis of the firm, 
or expectations to confirm that view. A tautology is essentially a 
statement that cannot be disproved by an appeal to facts — it is an 
identity, a defimtion. Economics like any other discipline needs 
rigorous defimtions. Care must, however, be taken not to define 
whole problems out of existence. This I think we are not guilty of, 
in using the definition here advocated. 

Our defimtion of divisibility is essentially of the nature of a 
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standard of reference. If phenomena in the real world exactly fit 
that standard then by definition we shall expect constant returns to 
scale. Constant returns to scale is of course itself purely a matter of 
definition. I can see no valid objection to the use of such a standard 
of reference, nor do I believe that the problems Professor Chamberlin 
discussed are any other than problems of definition. 

F. H. Hahn. 


HmviiBSiTr or Bibmingham, England. 


REPLY 

The arguments of both Mr. McLeod and Mr. Hahn provide 
striking examples of the familiar and widely-held thesis against 
which my earlier article was directed, and I believe that a complete 
and satirfactory answer to much of what they have said has already 
been given. But there are some misinterpretations of my own posi- 
tion to be cleared up, and some new lines of argument which afford 
the opportunity to strengthen and elaborate the case made earlier in 
several important directions. 

One point of agreement should first be noted: we are agreed 
that the position I am attacking is hdd, not merely by the few 
economists I was able to mention in my earlier article, but very 
generally. Mr. McLeod speaks of it as “more in accord with com- 
mon usage” than my own, and as “the customary approach”; 
Mr. Hahn twice links it with “common sense,” describes it as “unas- 
sailable,” and asserts that “the only definition feasible is one which 
identifies perfect divisibility with constant returns.” Similar obser- 
vations have been made to me by others, both orally and in written 
commimications. Clearly it is not a straw man that is being attacked. 

The issue of the real world vs. a theoretic^ “model” is raised by 
Mr. McLeod, who reproaches me, saying, “In effect he simply defines 
his terms to include only those types of divisibility that are practi- 
cable in the real world, and he discussed no other possibility.”^ To 
this I plead guilty, and with enthusiasm. I am sorry if I have, as he 
states later on, “missed an excellent opportunity of bridging the gap 
between theory and practice,” for it was precisely my purpose to do 
something in this direction. My position was and is, in fine, that the 
theory of this subject is quite unnecessarily and absurdly remote 
from the real world, and that it ^ould be brought into a closer 
rdationship with it in order to be more useful in expIaJniug this 
world instead of a world of ant-men. The answer, then, as to whether 

1. Above, p. 129. 
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I am ^‘speaking of the real world or of some particular theoretical 
model” is that I am speaking of (a) a ^'particular theoretical model” 
which is (b) modelled closely on the "real world.” Economic theory 
needs the firm, because the firm is very important in the real economic 
world. And it needs both the falling and rising parts of the firm’s 
cost cun^e for the same reason; explained in terms of the forces 
actually at work, instead of by arbitrary assumptions resorted to in 
order to put the economies and diseconomies back after they have 
been made to disappear by still other arbitrary assumptions. 

We are told by both critics that the issue is simply and solely one 
of definition (a common view) ; and whether or not this is so will be 
discussed further on. But fiirst it should be observed that funda- 
mentally the}^ hold the much more positive view that there is really 
no choice in the matter: the very definition of a (homogeneous) 
factor as a prerequisite to analysis allegedly carries with it the denial 
of economies and diseconomies of scale. Thus, according to Mr. Hahn, 
"the only definition (of divisibility) feasible is one which identifies 
perfect ^visibility with constant returns,”^ and my "diflSculties” 
arise simply from sidestepping this crucial matter of defining a factor. 

This is at bottom the "mathematical” argument: the "formula- 
tion of divisibility” which I attack is described as "a necessary 
premise (sic) on which such (mathematical) analysis must be based,”® 
and Mr. Hahn thus identifiies himself with that school discussed in my 
article which seems to hold the strange opinion that the very use 
of mathematics commits one to some 'particular mathematical 
function. Mr. McLeod is less explicit, but in his last paragraph he 
speaks of my "refusal to discuss increments in the amount of a factor 
used by a given firm on the assumption that the units are of unvary- 
ing unit eflSiciency,”^ and clearly holds also that to resolve the problem 
of variations in efliciency as between the "natural” units of a factor 
(individual laborers, for instance) by assuming a unit of "standard 
eflSciency,” is to be led inevitably to the "customary approach” in 
which economies and diseconomies of scale vanish. 

This is certainly a very common view, and involves a mistake at 
such an elementary level that it perfectly illustrates the prevailing 
state of confusion in the subject. But first let me explain why a factor 
of production was not more explicitly defined in my earlier analysis. 

There is not, I think, universal agreement as to how a factor of 
production should be defined, and I purposely refrained from adopting 

2. Above, p. 131. 

3. Above, p. 133. 

4. Above, p. 130. 
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any pcaiicular definition in order to leave the argument more general, 
and hence acceptable, to those holding different views in the matter. 
Hence the discussion of fractional units was rather fully developed 
in order to cover numerous possibilities under different rtfifinitin ns 
of a factor and different conceptions of “dividing” it. The result 
was, as intended, that some of the discussion applies to one definition 
of a factor and of its division, and some to others. Its purpose, how- 
ever, was always to look into the actual effect of divisibility upon 
eflGlciency under different circumstances and with different Tnftfl,T>inga 
given to the terms, and to show that there was no sense in which 
divisibility involved the collapse of the cost curve to a horizontal 
line — excepting, of course, when defined in a question begging way 
to include this result. 

My own belief is that factors of production may be defined 
differently for different purposes, and that there is no sin^e classi- 
fication or definition of a “unit” which is universally and uniquely 
valid or most useful. For present purposes it is necessary only to 
accept the definition of my critics,, as developed especially by Mr. 
Hahn, and to show that it does not, as represented, wipe out econo- 
mies and diseconomies of scale. 

Mr. Hahn tells us that “we must define a factor in a manner such 
that the marginal rate of substitution between its individual units 
is equal to unity for all levels of output.”* Agreed. But it does not 
follow from this that efldciency is independent of output. To my 
knowledge no one has ever held that because individual oranges are 
interchangeable at the margin, the law of diminishing utility is denied. 
Similarly, the fact that Smith can be substituted for Jones in any 
aggregate of factors without effect upon the total product tells us 
nothing whatever about the shape of the production function. To 
interpret units of a factor of “standard efiftciency” as meaning uni- 
form efficiency at all outpiOs is as much nonsense as it would be to 
interpret it as meaning uniform efiSciency in dll combinations with 
other factors, i.e., as a denial of diminishing returns. One wonders 
why this latter has not been proposed. 

Mr. Hahn would seem to agree, at one stage of his argument, 
that efficiency is not necessarily independent of output, when, in 
discussing fractional units of a single factor he points out e^licitly 
that the fact that the marginal rate of substitution between 1/k ihe 
amount ka and a is unity “is, of course, perfectly compatible 
either increasing, constant or diminishing returns to sucee^ve 


5. Above, p. 132. 
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amounts ka of the category Ft/'® But with the addition of a second 
factor and the manipulation of a few more symbols, he concludes 
that “it is easily seen that . . • there must be constant returns to 
scale/' In truth, aU that the mathematics shows is that the ratio of 
(say) 1/3 of factor a to 1/3 of factor h is the same as that of a to 6, 
which could hardly be disputed. It is also perfectly compatible with 
either increasing, constant or diminishing returns to successive 
amounts of the two factors together (either in the fixed proportion 
a/6 or, possibly, with varying proportions). Indeed, the cancel- 
lation from which emerged the equation c/d = a/6 even removes the 
earlier requirement that there be no loss of eflSciency through divid- 
ing the factors- Such loss is consistent with the final result provided 
only that it be the same proportionally for both factors. 

Mr. Hahn's argument in its various phases rests heavily upon 
the concept of fractional units, and it should be called to mind there- 
fore that this may be a minor part of the whole problem. The 
argument is made in my earlier article^ that without considering 
fractional units at all the curve is defined for practical purposes by 
the discontinuous series of dots at the unit breaking points. It may 
now be added that variations in the eJficiency of the “natural units" 
may in itself result in virtual continuity with respect to “efficiency 
units," A simple illustration is found in an analogy with dividing a 
sum of money. With only ten pieces of money: one half-dollar, one 
quarter, one dime, two nickels and five pennies, any whole sum 
between one cent and a dollar may be had without resorting to 
fractions of coins. Similarly, if the efficiency of Jones is taken as 
unity, and we find that Smith is equal to 1.13 efficiency units, White 
to .84, Brown to 1.07, etc., etc., the finest gradations on the scale of 
efficiency units may be possible without ever dividing a natural unit 
at all. Such considerations are especially important where natural 
units cannot be divided m any meaningful sense, and therefore where 
it is futile to discuss what the efficiency of a fractional unit would be.® 
In any event, the assumption of a standard efficiency unit as a meas- 
uring rod for quantitative analysis, when considered together with 
the actual heterogeneity of natural units, far from collapsing the cost 
curve to a horizontal line, will instead merely make it more contin- 
uous than before, and therefore reduce still further the already 
limited importance of the issue as to what dividing a unit does to 
its efficiency. 

Perhaps considerations of this sort would spare us the ant-men, 

6. Above, p, 132. 

7. Loc. cit., p. 240. 

8. Cf. my earlier article, pp. 244-45. 
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although I t h in k we ought to be spared them on general groimds as 
well. My own earlier mention of division by meat cleavers and the 
like was expressly in order to turn attention away from such silly 
examples to economic realities. Yet Mr. Hahn appears to be quite 
serious, and from his excursions into ant-economics emerges with the 
conclusion that “perfect divisibility leaves no room for increased 
specialization with increased size.”^ Let me then be equally serious 
in pointing out what is wrong. There is no simple and single inter- 
pretation to be ‘given to the “division” of a factor; and if Blackstone 
the magician could establish the necessary link between the human 
and the ant world by causing Jones to disappear in a cloud of smoke 
from which would emerge 100 ant-men, this result would no more 
illustrate “perfect” divisibility than would the use of the meat 
cleaver or the emplojnnent of part-time workers. In all these cases^ 
including the ant-men, it is still necessary to inquire: what does the 
division do to efficiency? I have never met an ant-man, and therefore 
cannot give the answer, but I am very skeptical as to whether even 
100 of them could do the work of Jones. The point is that such weird 
concepts do not illustrate “perfect divisibility”; they only serve as a 
device for begging the question by assuming unchanged eflBiciency as 
a part of the definition of an “ant-man.” 

Mr. Hahn twice refers to the “commonsense” view that doubling 
all factors must double output, and adapts Adam Smith's example of 
pin manufacture to demonstrate that with twice as many workers 
and tools “there is no possibility of increased specialization.”^ Yet 
what could be more sensible and more in accord with the most 
elementary economics than this: that with more workers and tools 
the division of labor could be carried farther! If an office staff 
expands from five to ten secretaries, always of equal efficiency, each 
complete with typewriter and desk, is there not typically a further 
division of labor between them, each acquiring an added proficiency 
in some particular part of the total work to be done? Again, ten 
carpenters, each with a standard kit of tools, could certainly organize 
the manufacture of chairs amongst themselves by division of labor 
so that the output would be more than ten times that of a single 
carpenter and kit. Of course in real life there are typically also 
qualitative changes in the factors to be taken into account with any 
substantial change in their amounts, but what “common sense” is 
there in supposing that a restrictive assumption which would bar 
such changes would thereby remove oJi possibilities of specialization? 

With reference to coordination and management, Mr. Hahn gives 

9. Above, p. 134. 

1. Above, p. 135. 
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no criticism of my argument, but merely reasserts that ‘^increased 
complexity is due to the fact that management and entrepreneurship 
are not increased in the same proportion as are the other factors and 
to nothing else.”® Evidently he believes that an army is no more 
complex than a squad, no higher controls being needed to hold it 
together if only every squad is headed by its corporal. But if one 
grants that more “coordination” relative to other factors is needed 
with a larger control unit, the conclusion reached in my earlier 
analysis, that failure to provide it by holding proportions constant 
only makes matters worse, is unescapable. At the close of his dis- 
cussion of this problem it becomes clear that he is confusing the 
expansion of an industry by the addition of identical firms, with the 
expansion of the firm itself. 

Both of my critics defend tautologies, and Mr. McLeod even 
finds that my own argument “may also be dismissed as tautological.® 
As I seek to discover why, it appears to be because I have rejected 
tautological definitions, and thereby “exclude the influence of 
indivisibility in the sense used by others.” Now if rejecting tauto- 
logical definitions really is in itself tautological, I am bound to say 
that there appears to be no escape. But Mr. McLeod has confused 
two things: (a) the rejection of any definition of divisibility which 
requires that the efficiency of a factor be not affected, which I have 
done, and (b) the rejection of any definition which permits that 
efficiency be not affected (thereby assuring by definition that it will 
be affected), vrhich I have not done. My inquiry was directed to the 
question: “A^Tiat, if anj^thing, does divisibility do to efficiency?”^ 
and the appeal is constantly to the facts of the real world. Among 
the conclusions is that it may do nothing at all, the cost curve then 
remaining U-shaped for other reasons.^ There are no assumptions as 
to efficiencj’- included in any of the several definitions discussed, and 
hence there is no begging of the question at issue. 

Mr. Hahn comments that “there is no harm in tautologies, 
indeed a great deal of modem economic analysis makes use of them — 
one need only look at modem welfare economics, the analysis of the 
firm or expectations. . . This, I fear, is only too tme, and goes far 
to account for the emptiness and futility of a great deal that currently 
passes for “economic theory.” However, it is not “rigorous defini- 
tion” which is at fault, but, in Mr. Hahn’s own words, definitions 

2. Above, p. 135. 

3. Above, p. 129. 

4. Loc. dt., p. 239; see also top of p. 249. 

5. Loc. dt., p. 240 

6. Above, p. 136. 
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which '‘define whole problems out of existence/' This latter might 
serve as a rough description of "tautology" in our present context; 
it is certainly not to be identified, as Mr. Hahn asserts, merely 
with "definition." In the matter at hand, the economist's responsi- 
bility is to explain the phenomenon of economies of scale; and in his 
standard reply he solemnly asserts that his study of the problem has 
led him to the conclusion that there will be such economies only if 
there are such economies. This, as I understand it, is tautological, 
and, although it may not be "wi'ong," it is singularly lacking in 
nourishment. 

I am certain that some will share the view repeatedly expressed 
by Mr. Hahn that the "whole problem" is one merely of de^tion; 
and as an aid to the reader in deciding whether it is or not, I should 
like to put before him a story attributed to Abraham Lincoln. When 
visited by a delegation of clergymen in 1862 urging him to proclaim 
the slaves free, he replied by asking them how many legs a sheep 
would have if you called its tail a leg. "Five," they replied at once. 
"You are mistaken," said Lincoln, "for calling a tail a leg doesn't 
make it so." If some visiting Martian should ask how many legs our 
animal the sheep had, it would appear to me quite WTong to reply: 
"It is simply and solely a matter of definition; for instance, if the ears 
are included , . . but on the other hand, if only the tail. . . etc," 
Unless it can be shown that "perfect divisibility" {in some non-qiiesiicm- 
begging sense) removes economies and diseconomies of scale, there 
would seem to be nothing but error in attributing such economies and 
diseconomies to "imperfect divisibility." To call them thus doesn't 
make it so; and, as I hope to have shown earlier, it has actually led to 
wide ramifications of further erroneous analysis.^ 

Edward H. Chamberlin 

Harvard University 

7. I should like to add a word of comment on Mr. Allen's brief discussion of 
the problem in relation to the formulations of Hicks and Samuelson. (Above, 
p. 116 and note.) It is perfectly true, of course, that (a) if all factors are not 
included (Samuelson), or (b) if one factor is held fixed (!fficks), an explanation is 
afforded of why “doubling the use of all factors does not double the output.” But 
to admit only these possibilities seems to me dangerous and misleading, for it 
implies that if aH factors were (a) included and (b) variable, the function would be 
linear and homogeneous, which 1 maintain is quite without foundation. If such 
expedients as leaving out factors or holding some of them fixed are necessary in 
order to “make the curve turn up,” I preset that the linear homogeneous pro- 
duction function, which we seem to agree should be abandoned will have a long 
and healthy existence; for such a position constitutes a tacit admission that 
with all factors present and continuously variable (which seems to be the most 
“general” assumption) the function is homogeneous. It evidently involves also 
a completely different explanation of the falling part of the curve from that ^ven 
in my analysis. 
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VILFREDO PARETO ' 

(1848-1923) 

SUMMARY 

Introduction, 147. — I. The Man, 149. — II. The Theorist, 153. — III. 
The Sociologist, 167. 

In a volume devoted to Pareto^s life and work,^ Professor 
Bousquet relates that the obituary article devoted to Pareto in the 
socialist daily, Avanti^ described him as the ^^bourgeois Karl Marx.'' 
I do not know that a man can be rightly called ‘^bourgeois" who 
never missed an opportunity to pour contempt on la bourgeoisie 
ignorante et l&che. But for the rest, the analogy conveys very well 
the impression that Pareto had made upon his countrymen: they had 
in fact raised him to an eminence that was unique among the econo- 
mists and sociologists of his time. No other country erected a similar 
pedestal for his statue, and in the Anglo-American world both the 
man and the thinker have remained strangers to this day. There 
was, indeed, a short Pareto vogue in this country that followed upon 
the translation of his sociological treatise.^ But it died out soon in 

1. G. H. Bousquet, “Vilfredo Pareto, sa vie et son oeuvre,” (in the Collection 
d^Uudes, de documents, et de Umoignages pour servir a Vhistoire de noire temps j 
Paris, Payot, 1928). Except for the mathematical parts of Pareto’s work, this 
book, written m a vein of generous enthusiasm by a man who is an economist 
and sociologist in his own right and as far as possible removed from the state of 
mind of the disciple or biographer who basks in reflected glory, is herewith strongly 
recommended. Bousquet also wrote a Precis de sociologie d^apres Pareto, intro- 
ductions to the latter’s Systhnes Sodalistes and Manuel d^ economic politique, and 
also a short English appraisal entitled, The Work of Vilfredo Pareto, 1928, besides 
reserving for him a place of honor in his Essai sur revolution de la pens^e econoniique. 
Of other memorial appraisals it will suffice to mention what may be called the 
official one, Professor Alfonso de Pietri-Tonelli’s address to the economic section 
of the Italian Association for the Advancement of Science, published in the Rinsta 
Ai Politica Economia, November and December, 1934, and January, 1935, and 
Professor Luigi Amoroso’s article in Econometrica, January, 1938. 

2. At Harvard, this vogue was represented by the eminent physiologist, 
the late Professor L. J. Henderson. See his Pareto's General Sociology, 1935. 
Some Harvard men will still remember his informal Pareto “seminar” that 
practically consisted in a series of monologues by the Professor. Sympathetic 
understanding and a profoimd sense of the unconventional greatness of Pareto’s 
thought there struggled valiantly with inevitable professional handicaps. 
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an uncongenial atmosphere. Moreover, so far as the small circle of 
pure theorists is concerned, Pareto came to exert considerable 
inj&uence on Anglo-American economics in the 1920's and 1930's, 
that is, after the publication of Professor Bowley's Oroundwork. 
But both in England and the United States, Marshallian and post- 
Marshallian economics offered enough in the line in which Pareto 
excelled to prevent him from gaining much ground of his own even 
before other tendencies took away whatever he had gained. 

This might seem surprising owing to the fact that several impor- 
tant developmentsin theoretical economics are now seen to stem from 
him. But it is not difficult to explain. Pareto was the product of a 
sector of the Franco-Italian civilization that is far removed from 
English and American currents of thought. Even within that sector 
his towering figure stood almost alone. Pareto cannot be pigeon- 
holed. He paid court to no “ism.” No creed or party can claim him 
as its own, although many creeds and parties appropriated frag- 
ments of the vast intellectual realm over which he held sway. He 
seems to have taken pleasure in running counter to ruling humors 
and slogans. Votaries of extreme laissez-faire may cull plenty of 
passages from his writings in support of their views. Yet there was 
nothing he despised so thoroughly as the “pluto-democracy” or 
“plutocratic demagogy” of liberalism. Socialists are under obliga- 
tion to him for rendering, as we shall see, a very important service to 
socialist doctrine, and also for his protests against the anti-socialist 
measures that the Italian government took in 1898. Yet he was not 
only an anti-socialist but one of that type whose criticism derives 
sting from contempt. French Catholics might thank him for his 
attacks upon the persecution of the French clergy that was so unedi- 
fying a sequel to the Dreyfus affair. Yet he attacked the “laicist” 
policies of the Combes ministry because he was a gentleman, and not 
because he believed either in the mission of the Catholic church or 
in her teaching. 

A gentleman of such independence and pugnacity who is in the 
habit of dealing vigorous blows right in the midst of arguments that 
might in themselves be agreeable to some party or another has little 
chance of being popular. By now he is a figure of the past. But even 
at the epoch of his prime the political and social slogans with which 
we are all familiar controlled official phraseology, the press, party 
programs, and popular literature including its economic sector. The 
wrapping in which he presented his strictly scientific results were 
then not much more popular than they would be now. One has only 
to imbue oneself with the spirit that pervades an American textbook 
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and then to open Pareto's Manuel in order to realize what I mean: 
the naive lover of modern social creeds and slogans must feel himself 
driven with clubs from Pareto's threshold; he reads what he is firmly 
resolved never to admit to be true and he reads it together with a dis- 
concerting wealth of practical examples. Therefore it seems that the 
problem is not to explain why Pareto did not exert influence more 
widely; the problem is rather to explain how he came to exert as much 
as he did. 

Could we confine ourselves to Pareto's contributions to pure 
theory, there would be little need for glancing at the man and his 
social background and location. But into everything that was not a 
theorem in the pure logic of economics the whole man and all the 
forces that conditioned him entered so unmistakably that it is more 
necessary than it usually is in an appraisal of scientific performance 
to convey an idea of that man and of those forces. I shall make an 
attempt to do so first (I). Then I shall briefly survey Pareto's work 
in pure theory (II). And I shall end up with a glance at his concep- 
tion of society that has found so inadequate an expression in his 
General Sociology (III).^ 


1. The Man 

Pareto's father, the Genoese Marchese Raffaele Pareto, seems 
to have been a typical product of the Italian Risorgimento of the 
first half of the nineteenth century, an ardent adherent of Mazzini — 
perhaps more from national than from social reasons — an uncom- 
promismg enemy of all the governments that barred Italy's way 
towards national unity and a revolutionary in this if in no other 
sense. Accordingly, he exiled himself to Paris where Vilfredo, the 

3. There is a bibliography that cannot be very far from being complete by 
Messrs. Rocca and Spinedi in the Giomale degli Economisti, 1924, but only the 
following items need be mentioned here: *‘Considerazioni sui principi fondamen- 
tali deir economia politica pura,” Giomale degli Economisti, 1892-3; Cours 
d*6conomie politique prof esse a Vuniversite de Lausanne, 1896-7; Resume du 
cours donne a VEcoU des Hautes Etudes Sodales de Paris, 1901-2; Les systhnes 
sodalistes, 1902 (reprinted 1926) ; Manuals di economia politica, 1906 (reprinted 
1919); Manuel d^ economic politique, 1909 (reprinted 1927) (a translation of the 
preceding item which must however be listed separately because of the mathe- 
matical appendix that was completely redone); Trattato di sodologia generate 
(1916) French translation, 1919, English translation, under the title Mind and 
Society, 1936; “L^4conomie math6matique” in the French Encychpedie des 
sciences matkematigues, 1911 (the corresponding article in the original German 
edition of the Mathematical Encyclopedia is of negligible importance). There 
are several other books besides innumerable articles but they do not, so far as I 
know them (Pareto published many articles in the daily press, most of which I 
do not know), contain anything of a scientific nature that is not contained in one 
or more of the publications mentioned. 
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subject of this memoir, was bom of a French mother: if General 
Galli^ni once described himself as ^‘Francese ma anche lialianOy^ 
Vilfredo Pareto might have described himself as ^‘Italiano ma anche 
FranceseJ^ He was taken to Italy in 1858 and there went through 
the usual course of studies that issued in a Doctor’s degree in engineer- 
ing in 1869. He immediately embarked upon engineering and indus- 
trial management asaprofession and after various other appointments 
rose to be manager general — we should say ‘^president” — of the 
Italian Iron Works. It was only in 1893 that he was appointed 
successor of Walras in the University of Lausanne, although he may 
be considered as a full-time economist a few years before that. Thus, 
the span during which he was primarily engaged in economic research 
extends from about 1892 to about 1912 — practically all his later 
work is sociological in nature. He resigned his chair in 1906 and then 
retired to his home, a country place on the lake of Geneva, to grow 
in the course of a vigorous and fertile old age into the “lone thinker 
of C41igny.” 

Substantially, this suffices for our purpose: we have to underline 
a few of these facts rather than to add others. First, theorists will 
note that owing to his training as an engineer — and he seems to 
have cultivated theoretical aspects — he acquired at an early age 
command of mathematics on a professional level.^ Second, it is 
worth-while to notice that, to a degree quite unusual with scientific 
economists, Pareto was thoroughly familiar with industrial practice — 
familiar in a sense which is quite different from the kind of familiar- 
ity that may be acquired by the means available to the academic 
economist, the public servant, the politician. But, third, it was his 
passionate interest in the current issues of economic and general policy, 
presently to be commented on in another connection, which made 
him something of an economist long before he started his own creative 
work. Francesco Ferrara was then at the height of his fame and 
infiuence, and the frosts had not yet fallen upon a theoretical struc- 
ture glorified by uncritical liberalism. His writings, especially his 
famous introductions {prefcdioni) to the classics published in the 
Biblioteca delV economista^ served Pareto as well as, or better than, 
any of the university courses could have done that were available in 
his student days. His way to Walras, however, was chalked out 
later on by Maffeo Pantaleoni. 

4. I feel unable to say precisely how much this amounted to. Pareto had 
to be told by Volterra that an expression of the form Xdx + Ydy has always an 
infinity of integrating factors whereas with more than two variables no such 
factor need exist. {Manvelj p. 546n.). I wonder whether a real ^^professional” 
could have overlooked this. 
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Nothing of the above will account completely for Pareto's 
vision of society and politics, or even for his attitudes to the practical 
problems of his age and country. Nor do I believe for a moment 
that the deep pool of personality can ever be drained so as to show 
what is at the bottom of it. But there is the patrician background 
which, I am sure all who knew him will agree, meant much more in 
his case than it usually does. In particular it prevented him from 
becoming a brother in spirit to the men — and a fully accepted 
member of the various groups — with whom life threw him. It 
also prevented him from establishing emotional relations with the 
creations of the bourgeois mind, such as the twins that are called 
democracy and capitalism. Acting upon this background, his 
financial independence — a bare independence at first, something 
like affluence later on® — helped to isolate him stiU further by 
offering the possibility to do so. 

Still acting upon this background, his classical scholarship 
worked the same way. I do not mean that part of it which he shared 
with every educated person of his time, but that part which he con- 
quered himself through incessant study of the Greek and Roman clas- 
sics during his sleepless nights. The ancient world is a museum, not 
a laboratory of applied science, and he who trusts too much to the 
wisdom to be gathered there is bound to stray from every group of 
men that was in existence either in 1890 or in 1920. Isolation was 
made complete by the result of his participation in the debates on 
the policies and politics of his country — so complete that he had 
decided to emigrate to Switzerland even before he received the call 
to Lausanne. And isolation had its effects — soothed only late in life 
by a second marriage that brought domestic peace (see the dedica- 
tion of the Trattato) — upon a fiery temperament that was not really 
made to stand it. 

But why should he have left his country in wrathful exaspera- 
tion — the country that he loved from the bottom of his heart and 
whose national rebirth he had not only yearned for but witnessed? 
The detached observer is all the more likely to ask this question 
because it will seem to him that the new national kingdom did not 
do so badly in the thirty years that preceded Pareto's emigration. 
Besides progressing economically at a considerable rate and growing 
out of financial disorders — pace our Keynesians — it took its first 
steps in social legislation and established itself successfully as one of 
what then were called the great powers. Looking at things in this 

6. This relative affluence was due to an inheritance, not to his previous 
activity as a business executive. 
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light, our observer will develop a good deal of respect for a regime 
such as that of Agostino Depretis. And, considering the difficulties 
incident to the beginnings of the new national state, he will make 
allowances for the less exhilarating parts of the picture. But Pareto 
made no such allowances. He saw nothing but incompetence and 
corruption. He fought with impartial ferocity the governments 
that succeeded one another, and it was then that he became known 
as an ultraliberal — in the nineteenth-century sense of uncompro- 
mising advocate of laissez-faire — and that he helped to create, 
among the German New-Dealers of that period, the impression that 
marginal utility was just a wicked trick with which to thwart reform- 
ers.® Possibly this is all there is to say about Pareto's attitude in 
matters of economic policy and the strong traces it left upon his 
scientific writing before 1900. But even then there was something 
in that ultraliberalism of his that points in a direction exactly opposite 
to the creeds and slogans of official liberalism. He certainly was 
anti-itatiste, but for political reasons rather than for purely economic 
ones: unlike the English classics, he did not fight against government 
activity per se but against the governments of parliamentary democ- 
racy, of the very parliamentary democracy that commanded the fer- 
vent allegiance of the English classics. Viewed from this angle, his 
t 3 T)e of laissez-faire acquires a connotation that is entirely at variance 
with the laissez-faire of the English type. And once we realize this, 
the rest is easy to understand. 

Toward the end of the nineteenth and during the first two dec- 
ades of the twentieth century, an increasing number of Frenchmen 
and Italians began to voice dissatisfaction that varied from mere 
disappointment to violent disgust at the manner in which the cotillon 
of parliamentary democracy functioned and at the results it produced 
in Prance and Italy. Such sentiments were shared by men so different 
as E. Faguet and G. Sorel, and they were not confined to any one 
party. This is not the place to analyze let alone to pass judgment 
upon them. All that matters for us is their existence and the fact 
that the later Pareto stands out from this current of thought only 
because he himself stood out from his contemporaries and because 
he wrote a sociology that was — along with those of Sorel and 
Mosca — to rationalize it. 

Englishmen and Americans, oblivious of the particular and 

6. German critics received his Cowrs accordingly. In fact, the book contains 
very little that may be used for a different interpretation. It does, however, 
contain the remark that the virtues therein predicated of pure competition have 
no be^ng upon the actual economic process since pure competition does not 
actually prevail. 
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historically unique circumstances that have developed in their 
minds an equally particular and unique attitude toward parliamen- 
tary democracy, have wondered about the possible meaning of 
Pareto’s attitude towards Fascism. But this attitude is not prob- 
lematical in the least. No theory is necessary in order to explain it. 
The events of 1914-1922 had called him back to the arena of political 
debate. The masterly analyses he published on the origins of the 
First World War, on the miscarriage of Versailles and on the futility 
of the League are among his strongest performances although they 
found no answering echo outside of Italy. But above all he wit- 
nessed with something like horror the social disorganization in Italy 
which it is necessary to have seen in order to believe. Attributing 
all the troubles of those years to the weakness of the political system 
of a decadent bourgeoisie, the student of Roman history may have 
thought of the formula by which, in republican Rome, the senate, 
in order to deal with an emergency, used to direct the consuls to 
appoint an oflScer of practically unlimited though temporary power, 
the dictator: mdeant conmles ne quid detrimenti res puhlica capiat 
But there was no such provision in the Italian constitution, and it 
would not have done any good if there had been one. So the dictator 
had to appoint himself. Beyond this and beyond approval of the 
success with which Mussolini restored order, Pareto never went. 
Mussolini honored himself by conferring senatorial rank on the man 
who kept on preaching moderation and who stood throughout for 
the freedom of the press and of academic teaching.^ But to his last 
day Pareto refused to embrace this ‘^ism” as he had refused to 
embrace any other. There is no point whatever in judging his action 
— or, indeed, any action or sentiment of his — from the standpoint 
of Anglo-American tradition. 

Everything else is at the bottom of the pool. 

II. The Theokist 

Any appraisal of Pareto’s contribution to economics must first 
of all give due credit to a feat of leadership. He never taught in 
Italy. The faculty of Law in the University of Lausanne did not 
make very favorable headquarters for a campaign of intellectual 
conquest, The country house in C41igny looked like a huen retiro. 
Yet he did what Walras had not been able to do: he formed a school 
m the full sense of the word. An inner circle of eminent economists, 
a wider circle of followers of less eminence, and beyond this a broad 
fringe of more or less definite adherents emerged soon after 1900. 

7. See on this, Bousquet, op. cii., pp. 182-194. 
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They co-operated in positive work. They cultivated personal con- 
tact. They stood for one another in controversy. They recognized 
One Master and One Doctrine. 

This school was specifically Italian. As has been pointed out 
already, there were but few foreign adherents though individual 
pieces of Paretian teaching eventually gained acceptance both in 
England and in the United States. Nor did the Pareto school ever 
dominate Italian economics. No school ever does dominate its own 
country. Impressions to the contrary, e.g., the impression that the 
Ricardo school ever dominated English economics, are due to noth- 
ing but unrealistic historiography. Several other Italian leaders, 
like Einaudi, held their own ground entirely, and others, like Del 
Vecchio, while recognizing Pareto's eminence and adopting this or 
that of his doctrines, thought and wrote pretty much as they would 
have done had Pareto never lived. Still, there remains the fact 
that a school did emerge on the basis of a theoretical structure that 
was inaccessible not only to the general reader but, in some of its 
most original parts, also to students of economics, students moreover 
who had never heard or seen the master. 

But once we have duly recognized and thereupon discarded this 
feat of leadership, we see a theorist who continued the work of Walras. 
Nobody, of course, ever denied this, not even the most ardent dis- 
ciple and, least of all, Pareto himself. Difference of opinion on this 
point is inevitably confined to the extent to which he surpassed the 
great pioneer and to the relative mental statures of the two men. 
There are several reasons why disciples will never agree on this 
either with outsiders or among themselves. One of these reasons 
must be noticed at once. Walras presented his immortal theory in 
the garb of a political philosophy that is extra-scientific in nature 
and, moreover, not to everyone's taste. I am afraid that there is 
no better way of conveying what that philosophy was than to call 
it the philosophy of petty-bourgeois radicalism. He felt called upon 
to preach an idSal social that hails from the semi-socialist French 
writers of the first half of the nineteenth century or, as we may say 
with equal justice, from utilitarianism. He looked upon the national- 
ization of land as an essential item in his teaching, and he was a 
monetary reformer whose plans have a strikingly modern ring. All 
this was gall and wormwood to Pareto. It was just metaphysical 
speculation and metaphysical speculation of a very unsympathetic 
kind. Their common ground was confined to pure theory and speci- 
fically to Walras' equations of equilibrium. But in every other 
respect they were as different as two men can be, and even their 
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companionship in anns in the fight for mathematical economics and 
Pareto’s obligation to Walras in the matter of the Lausanne pro- 
fessorship did not prevent their deep-seated mutual dislike from 
asserting itself or even from spilling over in conversation with third 
persons. While their pure theories are cast in the same mould, their 
systems of thought taken as wholes and their visions of the social 
process are not. And all those economists who are not disposed to 
neglect a man’s philosophy and practical recommendations com- 
pletely, that is to say the majority of the profession, will, for this 
reason alone, consider the Paretian structure to be something com- 
pletely different from that of Walras. 

In any case — we are neglecting sociology for the moment — it 
was, with one exception, in pure theory alone that he made scientific 
history. Let us note this exception first. In the Cours and also in a 
separate memoir of 1896 Pareto published a highly original pioneer 
achievement in econometrics that first established his international 
reputation and, under the title of “Pareto’s Law,” created what may 
be fairly called a whole literature devoted to its critical discussion. 
fCall N the number of income receivers who receive incomes higher 
^han X, and A and m two constants; then Pareto’s “Law” asserts 
that ' 

log iV = log A -|- m log a: 

Chapter 7 of the Manuel contains Pareto’s most mature inter- 
pretation of this generalization. We must confine ourselves here to 
noticing the two classes of problems which it raises. There is, first, 
the question of fit. Numerous investigations have been made some 
of which were held by their authors either to refute the Law com- 
pletely or else to establish the superiority of other methods of des- 
c ribing the inequa lit y of incomes . The reader will observe that the 
central issue turns on the approximate constancy of the m. How- 
ever, by and large, the “Law” has stood fire rather well as the fact 
suffices to prove that it is sometimes used by competent statisticians 
even now. But there is, second, the question of interpretation. 
Granted that up to quite recent times the distribution of incomes 
according to brackets has been remarkably stable what are we to 
infer from this? This problem has never been attacked successfully. 
Most participants in the discussion, Pigou among them, have con- 
fined themselves to criticizing Pareto’s own interpretation — which, 
to say the least, was in fact open to o bjectio n at first — and, like so 
many of our controversies, this one has petered out without yielding 
a definite result. Few if any economists seem to have realized the 
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possibilities that such invariants hold out for the future of our 
science-® Viewed from this standpoint, Pareto^s “Law” is path- 
breaking in the literal sense even though in the end nothing what- 
ever is left of its particular form. 

I take this opportunity to dispose of another matter. In the 
Manuel, Pajetojdealt with his “Law” o f I ncome Distributi on in the 
chapter on Population. So far a^ the topics are concS’nS that are 
usually dealt with under this heading, this chapter does not contain 
much that would call for notice. But it contains a number of other 
things which, like the “Law” are not usually included in the theory 
of population, and it is these items which liven up this chapter and 
impart to it its freshness and originality. Pareto's theo^ of the 
, circulation of the SUte is an example (see below, section III). Most 
of them are socioloricaLra^theL th an econoB W^H9» nature, and some of 
them bring out^sEar^y, indeed almost naively, certain prejudices 
that sat so incongruously upon the great^naly^^ 

In the field of pure theory, properly so called, Pareto's thought 
developed slowly and in fact retained certain pre-Paretian features 
to the end. In addition to the early influences of Ferrara and of the 
English and French economists of the “classic period,” he had Wa| r 
ras' equations of static equilibrium to start from — after having 
realized, not without considerable initial resistance, that they were 
in fact the keys to ever 3 rthing else. He was further stimulated by all 
the suggestions that no competent theorist could have helped receiv- 
ing in the decade from 1885 to 1895^, Finally, he was acutely aware 
of the technical shortcomings and other limitations of his immediate 
predecessors. Thus his own theoretical work was cut out for him — 

8. In particular, nobody seems to have realized that the hunt for, and the 
inteipretation of, invariants of this type might lay the foundations of an entirely 
novel type of theory. 

9. For instance, whatever we may think of his explanation of the phenom- 
enon of feminism, we can hardly suppress a smile when we read the first sentence 
of this discussion (p. 400) which begins with the words, ^'Le f4mmisme esl une 
maladie. . .” a turn of phrase that does not indicate much objectivity or detach- 
ment. Both on Pareto^s theory of population in the strict sense and on those 
sociological additions, I refer the reader to Professor J. J. Spengler’s “Pareto on 
Population,” this Journal, August and November, 1944. 

1. To some of these suggestions Pareto reacted in a negative, if not, indeed, 
in a hostile manner. He never appreciated Marshall fully — mainly because he 
objected on principle to partial analjrsis — and he seems never to have seen all 
there was behind the primitive technique of the Austrians. But he did appreciate 
Edgeworth and, many objections notwithstanding, Wicksteed. Much more than 
is commonly known he appreciated Irving Fisher, not only the Maihernatical 
Investigations but also, later on, the Nature of Capital and Income and the Rate of 
Interest, It was a revelation to me to hear him bestow high praise on Capital 
and Income, 
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most of it, indeed, by Walras himself.^ But his earlier work, such as 
his ''Considerazioni sui principi fondamentali dell’ economia politica 
pura” {GiornaledegUEconomisti, 1892-3), never went beyond the range 
of the Walrasian signposts. This is also true, and emphatically so, 
of his Cours. Some economists who respected Pareto but were not 
strictly Paretians have paid him the dubious compliment of calling 
the Cours his masterpiece. It is, indeed, a striking performance 
enlivened throughout by a strong temperament that imparts sparkle 
even to conventional passages. But Pareto was right in refusing to 
sanction a reprint or a second edition. For, so far as pure theory is 
concerned, there was nothing specifically Paretian about it. It was 
only after 1897 that he rose to heights of his own. The first major 
publications that testify to his progress are the Sunto (Giornale degli 
Economisii, 1900) and the RSsumS of his Paris course.® The Manuah 
or rather, because of the appendix, the Manuel (1909), then marks 
the point of highest elevation that he reached. 

The structure of the tower he erected on that spot is far from 
faultless. Many things that are essential in a comprehensive treatise 
received but scant attention. I do not mean merely that Pareto’s 
work cannot stand comparison with Marshall’s in those qualities 
that are ordinarily looked for in a ^^manual.” Much more serious is 
it that important parts of the theoretical organon are inadequately 
thought out. Pare to’s the ory of money, for instance, is on the whole 
i^^Srior to that oTW airas."Tlis tEeorjr of capital and interest derives 
all its merits from that of Walras. As regards interest he seems to 
have been content to rely for explanation on the fact that items of 
physical capital, hence their services, are not free goods. His theory 
of monopoly cannot, I believe, be salvaged by even the most generous 
interpretation.^ In spite of all this, the adverse judgment arrived at 
by some critics is completely wrong. For it neglects not only many 
individual strong points but, much more important, the essence of 

2. Walras was perfectly aware of all the short cuts he had had to make in 
order to finish what he himself realized was a provisory structure. He never 
believed that such assumptions as those of constant coefficients of production, 
of timelessness of production, of absence of overhead costs, of equal size of fiirms 
could or should stand forever. It cannot be averred that, in this respect, Pareto 
was quite just to him. It was not only that Walras' was the pioneer performance : 
Walras had also indicated what was to be done next. 

3. See above, p. 149, note 3. 

4. Some merit there was, however, in his inclusion of the theory of monop- 
oly in the body of general theory. Also, his theory of international trade must 
not be reduced, as it mostly is, to a mere criticism of comparative costs. He 
sketched, although he did not elaborate, a theory of his own that was the first to 
apply ‘to international trade the apparatus of general equilibrium. See v, Haberler, 
Theory of IriiemiMmal Trade, 1936, p, 123, 
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the achievement. The most important of those strong points, the 
theories of value and of production, will be discussed presently. But 
first we must try to define that achievement itself of which these two 
theories were but applications. 

The first idea that must occur, from a purely theoretical point 
of view, to anyone who has mastered Walras^ system is to raise it to 
a still higher level of generality. When we follow Walras and, indeed, 
all the marginal utility theorists on their progress through the phe- 
nomena of exchange, production, and so on, we discover that they 
are trying to solve problems that in ultimate logic reduce to one only: 
all their problems — not only the problems of production — are 
problems in the transformation of economic quantitiSs and formally 
alike, the differences consisting merely in the different restrictions 
to which economic action is subject in different fields. Suppose we 
decide to do what we do in all the sciences, that is, to separate out 
the common core of all economic problems and to build a theory of 
this common core once and for all. The viewpoint of ^ ^ menta l 
econom y^^ (E. Machos Denkokonomie) will justify this endeavor to 
uSStarians, A theory of this kind will work with quite general 
indices, such as ''tastes’^ and ^^obstacles,'' and need not stop at the 
specifically economic meanings that we may assign to these words. 
We may transcend economics and rise to the conception of a system 
of undefined “things'' that are simply subject to certain restrictions 
and then try to develop a perfectly general mathematical logic of 
systems. Stretches of this road should be quite familiar to econo- 
mists who have for generations used primitive devices, such as our 
venerable friend Crusoe, for the purpose of displaying certain features 
of economic logic. Pareto simply did the same on a much higher 
level and on a much broader front. But in these altitudes it is diffi- 
cult to breathe and still more difficult to gain ground. Critics as 
competent as the late A. A. Y oung have been of the opinion that 
Pareto achieved nothing but “aridjgaufijaliz^^ But only the 
future can tell whether this is so. Meanwhile we should recognize 
the greatness of the attempt. 

An example will show that such a “rush for generality" may 
produce not only logical stones but also economic bread, though it 
suffers from the weakness that it still moves on a relatively low level 
of generality and, indeed, dates from the Cours. As everyone knows, 
M arx's work is a manalysis-^i f the capitali st process, no doubt geared 
to the puiTpose of showing that this pro^s^wfiT issue in a socialist 
society but entirely free from any attempt at blocking out the 
economics of this society. And there are a number of Marxist and 
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neo-Marxist contributions to the latter problem that can only be 
described as complete failures. As everyone also knows by now, the 
service to socialist doctrine that Marxist theorists have been unable 
to render has been rendered by E. gargne. whose famous paper on 
the subject (“II Ministro della produzione nello stato colletivista,'^ 
Giornale degli Economistij 1908) has been surpassed by modern writers 
only in secondary details. But the essential idea of Baroness argu- 
ment is clearly indicated in the second volume of Pareto^s Cours 
(p. 94) and in his Manuel (p. 362), namely, t he idea to lift, as it were, 
.t he logical core of the economic proce ss above the ground of the 
Jnstitutionff garb in which it is sdv en to observa tion. The reader 
will observe how easily this idea suggests itself, as a special case, 
once we place ourselves on the standpoint of P aret o ^s gene ra l theo ry 
of tastes and obstacles, although it also suggested itself to Wieser . 

In this special case, Pareto has nearly lost his claims to priority — 
at least among Anglo-American ec^onomists — although he had not 
only posited the proBIern but also pointed out the way to its solution. 
In other* cases, he lost them completely because he confined himself 
to mere suggestions. Thus, assisted by hindsight, we may discern in 
the Manuel many pointers toward the later ec onomic dynamics . 
However, none of them, such as his reference to a form of adaptation 
similar to a courbe de pourmite (dog-and-his-master problem, see, e.g. 
p, 289) and to the presence of vibration continuelle (see, e.g, p. 528), 
was put to any use other than the negative one of showing that the 
economic system's tendency toward a unique and stable “solution" 
(i.e., a unique set of values that will satisfy its conditions) is a much 
more doubtful matter than the economists of that period, including 
Walras, supposed.® No positive use was made of these sugges- 
tions,® and no method was indicated for attacking these problems. 
I therefore think that we should not hesitate t o de scribe, PMetj^^ 
work as st atic theoiy, and that substantial justice is done if we add 
that he, more than others, was aware of its limitations and of the 
call of the problems beyond.’^ 

6, See, e.g. his discussion of unstable equilibrium in the article in the Ency- 
cLopMie des sciences mathSmatiques. 

6. The jejune theory of crises (pp. 528-38) certainly does not qualify for 
being listed as an exception. 

7. Pareto himself (p. 147) divided the subject of pure economics into statics; 
a dynamics that studies successive equilibria and seems to me to denote compara- 
tive statics; and another dynamics that studies the mouvement du phSnomhie 
Scmomique and seems to merge genuine d 5 mamics with the problems of evolution 
in a manner that would have proved highly inconvenient but for the fact that 
both remained, with Pareto, quite rudimentary. I know that the situation must 
look different to a disciple. But although the latter^s attitude has its place, it 
cannot be adopted here. 
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We now proceed to a brief discussion of Pareto’s work in the 
fields of value and production keeping in mind that, from the stand- 
point adumbrated above, they really merge into a single theory. 

Most modern theorists, although not all, will agree that the 
historical importance of the utility and marginal utility theory of 
Jevons, Menger, and Walras rests mainly upon the fact that it served 
as the ladder by which these economists climbed up to the conception 
of general economic equilibrium although this conception was much 
more clearly perceived and much more fully developed by Walras 
than it was by either the Austrians or Jevons.® In other words, the 
utility and marginal utility theory was one of several possible avenues 
to the thing that really mattered and, besides offering an excellent 
method for demonstrating in an easily understandable way the rela- 
tions that hold the economic system together and, in fact, make a 
unified system out of the mass of economic phenomena which depart- 
mentalize so easily, had no great importance in itself. Or, to put it 
still differently, utility theory was an extremely useful heuristic hypo- 
thesis and nothing more.® But neither Walras nor the Austrians 
were of this opinion. On the contrary, for them the utility theoiy 
■was nothing less than ultimate truth, the discovery of the key to all 
the secrets of pure economics. In consequence, they placed an 
emphasis upon it that in turn induced Pareto and the Paretians to 

8. As Lord Keynes in his biographical essay on Alfred Marshall has pointed 
out, Marshall was also in full possession of that conception, and we have Keynes's 
word, as well as other indications, for believing that he arrived at this conception 
independently and earlier rather than later than Walras. This does not alter the 
fact, however, that he published nothing about it that antedates the relevant 
notes in the Appendix to the Principles (notes XIV and XXI of the fourth edition) 
which, moreover, cannot be described according to the ordinary rules of assigning 
priority as more than glimpses. We have, therefore, to conclude that Walras’ 
priority is unchallengeable. But so is that of the Austrians and especially of 
Wieser. It is perfectly clear that it was only lack of mathematical skill and 
especially the inability to handle systems of simultaneous equations that pre- 
vented Menger from producing an exact system that would have been stib- 
stantially similar to that of Walras. But I do not think that those historians are 
right who attribute the concept of general equilibrium already to Cournot, 
Chapter XI of the Researches into the Mathematical Principles of the Theory of 
Wealth contains nothing but recognition of the general interdependence of eco- 
nomic quantities, and neither there nor anywhere else does Cournot offer guid- 
ance toward the great attempt to make this conception explicit and fruitful. All 
the actual work in the Researches is either partial analysis or else, to some 
extent, aggregative analysis. 

9. I wish to make it quite clear, however, first, that I do not think that its 
heuristic value is as yet exhausted, and, second, that the statement in the text 
must be read with the proviso, "so far as the purpose of establishing the deter- 
minateness and stability of static equilibrium is concerned.” There may be 
other uses for it and it is impossible to be sure that for such other purposes it 
might not be revived any moment. 
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place undue emphasis upon their renunciation of it. Authors in the 
English-speaking world, particularly Professors Allen and Hicks, 
followed suit and very generously congratulated Pareto on what to 
them also seemed a new departure of first-rate importance. In fact, 
there is a widespread opinion to the effect that this new departure 
constitutes Pareto's main contribution. 

There are indications in the Cours that Pareto was not quite 
satisfied with the Walrasian theory of value from the first. But his 
amendments, either insignificant or not original, remained within the 
precincts of the principle itself. Of the insignificant amendments, 
we merely mention the introduction of the term ophSUmiU in the 
place of the term utility (ophSUmitS SlSmentaire for marginal utility 
or Walras' raretS) on the ground that the latter carried too many 
misleading associations. Of those that are not original with Pareto 
I mention the conception of utility and marginal utility as functions 
of all the commodities that the consuming unit possesses or consumes 
in an appropriately chosen period of time, instead of Walras' concep- 
tion of total and marginal utility of every commodity as function of 
the quantity of that commodity alone. This obvious improvement is 
due to Edgeworth, but I confess to some doubt whether Edgeworth 
was fully aware of the theoretical dfficulties this improvement would 
cause, for it turns the final degree of utility that was simply an ordi- 
nary differential coefiicientwithJevons, Walras, and also with Mar- 
shall, into a partial differential coefficient and this greatly increases 
the mathematical dfficulties we ^counter when trying to prove the 
determinateness of the economic system even in its most simplified 
fonn.^ 

Before long, however, and certainly before 1900, the year in 
which he delivered his Paris lectures that made his change of stand- 
point publicly known, Pareto realized that, for his purposes at least, 
the concept of measurable utility (cardinal utility) might be safely 
abandoned^ or that, in any case, it would have to be abandoned for 

1. To be more exact: when we are trying to prove that there is one and only 
one set of values that will satisfy the equations of general equilibrium, so far as 
1 can see everything is plain sailing so long as we adhere to the assumption that 
the marginal utility of every commodity depends only on the quantity of that 
commodity and so long as we do not admit any money but only a numiraire. 
The restrictions that are necessary even then in order to produce proof of deter- 
minateness seem to me quite bearable economically. It is the intrusion of those 
partial differential coefficients which creates the real difficulty. 

2. Gustav Cassel came to the same conclusion in 1899. He went even 
further than Pareto and claimed to be able to do without any utility concept at 
all. It is not possible to explain here why this claim was unjustified, and why his 
method of starting with market demand curves which he simply postulated is 
inadmissible. However, in order to appreciate that episode in the history of 
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reasons that were first stated exactly in the second part of Irving 
Fisher’s Mathematical Investigations into the Theory of Value and 
Price (1892). To save the situation he appealed to the indifference 
and preference curves that had been first introduced by Edgeworth, 
But, whereas Edgeworth still started from a measurable total utility 
from which he deduced the definition of these lines, Pareto inverted 
the process. He took the indifference lines as the given thing to start 
from and showed that it was possible to arrive from them at the 
determination of economic equilibrium in pure competition and also 
to proceed to certain functions which might be identical with utility 
if it exists. In any case, it was possible to obtain (ordinal) indices 
of utility or what Pareto called index functions {Manuals, p. 640, 
note 1). 

I wish to bring out two points quite clearly. The first is that 
Pareto, though he may have adapted an invention of Edgeworth’s 
to his own use, imparted to the indifference varieties a meaning that 
they do not carry in Edgeworth’s Mathematical Psychics. They are 
quite divested of any utility connotation, and what the concept of 
utility had done for the theory of economic equilibrium was now to 
be done by certain assumptions about the form of these indifference 
curves. The new idea was to replace utility postulates by postulates 
about observable behavior and thus to base economic theory on what 
seemed to Pareto to be more secure foundations. It might be urged 
of course that in spite of several attempts nobody has as yet succeeded 
in carrying out such observations and that it is diflScult to indulge in 
the hope that we might construct them from objective data in their 
whole extent so as to derive a complete empirical indifference map. 
Let us call them, therefore, potentially empirical or, to misuse a 
Kantian term, ‘‘referring to possible experience.” In any case, their 
introduction for a purpose entirely foreign to Edgeworth’s might be 
called a truly original achievement were it not for the fact that this 
achievement had been, as Pareto recognized, foreshadowed in Fisher’s 
work mentioned above. 

The second point is that Pareto’s own argument brings out the 
difficulty he experienced in disentangling himself entirely from the 

economic theory it is necessary to remember that at that time not only the utility 
theory itself but also all the theory of cost and distribution that was built upon 
it still met with great resistance. This resistance was, especially in Germany and 
Italy but also elsewhere, sometimes motivated by objections against operating 
vdth unmeasurable and unverifiable psychic magnitudes. And so the opposi-^ 
tion to marginal utility theory from Pareto and others joined forces with (or at 
least added new vitality to) a conunon-run argument that had been repeated 
a^m and again by writers with whom Pareto would not have cared to find him- 
self associated. 
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old utility theory. He always kept an eye on the cases in which it 
might be possible to speak of utility and even of cardinal utility, the 
existence of which — hence the question of integrability — continued 
to interest him very much. And his index functions bear after all a 
pretty close similarity to the old concept. In fact, as has been pointed 
out by Allen and Hicks, he never succeeded quite in disentangling 
himself entirely, and he continued to use concepts such as the Edge- 
worthian definitions of rivalry and complementarity that do not go 
well with his fundamental idea. This fundamental idea, let us add, 
was developed and defended as early as 1902 by P. IBoninsegni.® 
By 1908, Enrico Barone, in the paper mentioned already, definitely 
went beyond Pareto by confining his fundamental assumptions in the 
matter of value theory to what he called the fact that, confronted 
with given prices of products and productive services, every individual 
distributes his receipts from the sale of his services between expendi- 
tures on consumption goods and saving in a certain unique manner 
'^of which we are not going to investigate the motives.’^ This, so he 
pointed out, does away with any concept of either utility or indiffer- 
ence functions. The rest of the story is too well known to detain us. 
I shall merely mention the papers of Johnson and Slutsky that for 
the time being remained practically unnoticed; the important 
reformulation of Bowley in his Oroundwcyrk that was more influential; 
and the work of Allen and Hicks, Georgescu-Roegen, Samuelson, and 
H. Wold. If we accept the present situation as ‘ 'provisionally final,*' 
we must indeed salute either Fisher or Pareto as the patron saint of 
the modern theory of value. 

But, still more definitely than patron saint of the modem theory 
of value is Pareto the patron saint of the "New Welfare Economics." 
The story of how, once more, he came to render a service to a cause 
with which he was — or would be — completely out of sympathy, is 
not without its humor. From the very beginnings of economics, a 
loosely defined public welfare played a great role in the writings of 
economists. The familiar slogans of utilitarianism (Beccaria, Ben- 
tham) did something toward rationalizing the concept, and the utility 
theory of value seemed admirably qualified to implement it: in fact 
it was promptly harnessed to the task, e.g. in the field of taxation. 
The Fisher-Pareto theory of indifference varieties, destroying as it 
did the bases of arguments that worked with cardinal utility or even 
with interpersonal comparison of utility (satisfaction), should, so we 
might think at first blush, have done away with all this. But instead 

3. “I fondamenti dell’ economia pura,” Giornale degli Economisii, February 

1902. 
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of drawing this conclusion — and in spite of his contempt for the 
political humanitarianism of our age — Pareto immediately went on 
to attack the problem of maxima of collective satisfaction afresh. The 
definitive formulation was left for Barone/ but the main idea is again 
Pareto's. He observed, first, that all changes imposed upon any 
given economic pattern may be said to increase welfare or collective 
satisfaction in a perfectly objective sense if those who gain in terms 
of nuTniroive could compensate those who lose in terms of nuTniTaire 
and still have some gain left. This criterion will in fact salvage some 
though not all of the welfare judgments usually passed by economists.® 
Second, Pareto pointed out that welfare judgments that cannot be 
salvaged in this manner must be explicitly based on extra-economic, 
e.g. “ethical," considerations. And third, he showed (pp. 363-4) 
that the criterion may be used in order to establish that VStat collecti- 
viste may improve upon the level of welfare that is practically attain- 
able under perfect competition.® But, barring developments, these 
points are pretty much what the New Welfare Economics amounts to. 

That part of Pareto's welfare economics which deals with the 
logic of production provides a convenient transition to his sec- 
ond great contribution to pure theory, his theory of production.^ 
Approaching the problem from the side of the theory of choice and 
applying to the producer's case the general apparatus of indifference 
curves and derivative concepts {lignes du plus grand profit, lignes de 
transformations computes et incompUtes etc.), he sketched out a 
comprehensive structure only parts of which are explicitly present in 
the literature of his time® and which may be said to constitute the 

4. See ministro. . ,”p. 276, (mentioned above, p. 159). 

5. The criterion, in strict logic, is independent of whether that compensa- 
tion is actually made or not. In the latter case, we simply split the change 
imposed into two parts: into a change that improves collective satisfaction to 
which the criterion applies and a transfer from losers to gainers to which it does 
not apply. Even so, I do not wish to appear in the role of an advocate of the 
welfare judgments that the criterion protects from being invalidated by objections 
against the use of cardinal utility or of interpersonal comparison of states of satis- 
faction. There are other and much more important ones, especially the objec- 
tion that these “objective” welfare judgments neglect all but the immediate 
effects. 

6. The last sentence on p. 363 of the Manuel seems to me to anticipate sub- 
stantially Professor Hotelling's argument in “General Welfare in Relation to 
Problems of Taxation and of Railway and Public Utility Rates”, Econometrica, 
VI, (1938). The practical application to railroads of the principle that welfare 
mi gh t be maximized by charging prices that will cover margins] cost even in the 
case of decreasing cost industries and by financing fixed costs (as Pareto said) in 
some other way, is old. So far as I know, it is due to Launhardt who inferred 
from this that investment in railroads should ^^never” be left to private industry 
(Mathematische Begrundung der Volkswirtschaftslehre, 1885, p. 294; and earlier 
writings.) 
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foundation of the mathematical theory of production of our own age 
or, at all events, of its statics. In particular, its very generality leaves 
room for all the special cases that we may wish to treat without plac- 
ing exclusive emphasis on any one of them: the “obstacles^’ may be 
anything at first, and can then assume any of the forms that occur 
more commonly in practice — the factors that are required in fixed 
quantities irrespective of output, the factors that are required in tech- 
nologically determined quantities per unit of output, the “compen- 
satory” factors, and so on, all take their places in a theoretically com- 
plete schema of possibilities. In appraising this achievement, we 
must keep in mind that Pareto was primarily concerned with general- 
izing and otherwise improving the work of his great predecessor. 
Again his work may be divided into a first part that culminated in 
the Cours and a second part that culminated in the Manuel^ though 
some minor touches were added in the article in the Enayclopidie des 
Sciences MathSmatiques (Volume I, 1911). 

Originally, Walras had expounded his theory of production on 
the assumption of fixed coefficients of production — fixed (average) 
inputs per units of output — not because he believed that this was 
the only or even a very important case but because he thought him- 
self justified in adopting what he considered to be a simplification.® 
His reply to private criticisms that poured in on him was that “the 
economists who will come after me are free to insert one by one all 
the complications they please. They and I, so I think, will then have 
done everything that it was our duty to do” {Edition d^fimtive, p. 479) . 
So far as this goes Pareto cannot be said to have done more than take 
Walras' advice. In addition, when the Cours appeared, Walras had 
already introduced variable coefficients, on a suggestion of Barone's 
that reached him in 1894,^ though without altering the argument of 

7. See in particular Manuelj Chapter HI, paragraphs 74--82, 100-105; 
Chapter V, and paragraphs 77-107 of the Appendix. 

8. But if we leave out the word “explicitly,” then a much greater part of 
Pareto's schema must be credited to some of his contemporaries, or even pred- 
ecessors, and especially to Marshall. 

9. It is curious that the greatest of all theorists should have entertained 
that opinion. For, first, this simplification creates analytic difficulties that may 
set us wondering whether in the end it is a simplification at all; and, second, it 
creates a gulf between theory and reality that is great enough to make it doubt- 
ful whether results obtained by means of it are of any use. 

1. This was done in a Note published in 1896 and 'reprinted in the third 
edition of the ElSments, In the fourth edition C900) a full-fledged marginal- 
productivity theory was presented in the 36th legon in a form that was open to 
criticism on various counts and was later on revised for the final edition that 
was published posthumously in 1926. See on this and for a useful rendering of 
Pareto's later theory: H. Schultz, “Marginal Productivity and the General 
Pricing Process,” Journal of Political Economy, October 1929. 
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the fundamental section on production. In the same year (1894) 
appeared Wicksteed^s Essay on the Coordiwiion of the Laws of Dis-- 
tribution. Finally, variable coefl5.cients of production were no novelty 
in any case after all that Jevons, Menger, and Marshall had said on 
the subject. Pareto’s Cours added only an elegant formulation and 
a number of reasons — not all of them convincing — why the case of 
compensatory coefficients should not be treated as the only or the 
fundamental one either. 

It is of course a mere matter of terminological taste whether or 
not we are to confine the phrase “marginal productivity theory” to 
this case.2 Pareto did so confine it and, in the years following upon 
the publication of the Cours, grew increasingly hostile to it, declar- 
ing it definitely “erroneous.” He was evidently under the impres- 
sion that he had refuted or, at any rate, outgrown it in the same sense 
in which he felt that he had refuted or outgrown the marginal utility 
theory. His brilliant theory of cost — which, among other things, 
withdraws from their dangerously exposed positions the textbook 
theorems that, in perfect equilibrium of pure competition, price should 
equal marginal cost and total receipts should at the same time equal 
total cost — permit us to test this claim.^ So far as productive com- 
binations depend on economic considerations — and, after all, it is 
the economic considerations which it is the economists’ task to clear 
up — the difference, as compared with straight marginal productivity 
theory, is not great. But Pareto does teach us how to handle the 
deviations from it that technological and social restrictions impose. 
And, here as elsewhere, he does something else: he always points 
beyond himself. 

2. The main reason for doing so is a textbook tradition which takes into 
account only production functions that represent quantities of product as depend- 
ent on “substitutional factors” alone and arrive at the theorem that, in perfect 
equilibrium of pure competition, the unit of each of the innumerable requisites 
of production earns a compensation that equals physical marginal productivity 
times the price of the product. But we do not leave the precincts of the marginal 
productivity argument if we admit “limitational factors” or, more generally, 
restrictions upon the production function that will produce results at variance 
with that theorem. See, e.g. A. Smithies, “The Boundaries of the Production 
Function and the Utility Function,” Explorations in Economics, Notes and Essays 
contributed in Honor of F. W, Taussig, 1936. 

3. We use this opportunity in order to advert to Pareto's conception of rent 
which arises in the cases where those two conditions (total cost* total receipts; 
price* marginal cost) are incompatible, and especially in the cases where trans- 
formation of savings into certain kinds of capital goods meets with difficulties. 
This theory of rent has experienced a renaissance in our days. It may help us 
toward an improved theory of friction. But it can hardly do more. 
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III. The Sociologist 

There is nothing surprising in the habit of economists to invade 
the sociological field. A large part of their work — practically the 
whole of what they have to say on institutions and on the forces that 
shape economic behavior — inevitably overlaps the sociologist’s pre- 
serves. In consequence, a no-man’s land or eveiyman’s land has 
developed that might conveniently be called economic sociology. 
More or less important elements that hail from that land are to be 
found in practically every economic treatise or textbook. But beyond 
this many economists, and especially those who define economics 
proper rather strictly, have done sociological work. A. Smith’s 
Moral Sentimenis and Wieser’s Gesetz der Macht, are both outstanding 
instances of a large genus. But few if any men in the list of great 
economists have devoted so large a part of their energy as has Pareto 
to what at first sight seems to be an extra-curricular activity, and 
few if any owe so much of their international reputation to what they 
have done in that field. But his achievement is not easy to character- 
ize and to appraise. The enthusiastic applause of some and the hos- 
tility of others are both understandable but neither can be taken 
quite seriously because the non-scientific sources of both are painfully 
obvious in most cases. Although several minor works and a large 
number of newspaper articles would have to be considered in order 
to give a satisfactory picture, we need not go beyond the Systhnes 
Sodalistes, the Manuel (especially Chapters 2 and 7) and the TratMo 
di Sodplogia Generale. 

Let us begin with two aspects of Pareto’s sociology that are 
perfectly obvious and the reverse of difficult to characterize. First, 
although Pareto the economist touched upon a large number of 
extremely concrete and practical problems throughout his long life, 
his purely scientific contribution is in the realm of the most abstract 
economic logic. It is, therefore, quite understandable that he should 
have experienced a wish and, in fact, a need to erect alongside his 
pure theory another building that would shelter facts and reasonings 
of a different kind, facts and reasonings that would do something 
toward answering the question how the elements taken care of by his 
economic theory might be expected to work out in practical life. 
Second, we have seen that in his earlier days, at least as long as he 
lived in Italy, he had taken a passionate interest in the debates on 
questions of economic and general policy. The bom thinker that he 
was must have been struck by the impotence of the rational argument, 
and the question must have intmded upon him of what it really is 
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that determines political action and the fate of states and civiliza- 
tions. Again, it is quite understandable that, so soon as he had 
settled down to a life of thought, this question should have emerged 
from the sphere of easy and superficial answers that all of us are prone 
to give when immersed in our daily work, and that he should have 
attempted to raise it to the plane of scientific analysis. This amounts 
to saying that primarily and fundamentally his sociology was a 
sociology of the political process. Of course, everything that man 
does or thinks or feels and all his cultural creations and his attitudes 
toward cultural creations are bound to come in somehow or other 
when we think about the political process which then becomes but a 
special case. But it was this special case which fascinated Pareto and 
for the sake of which he erected and adorned a much larger structure. 

Next still moving on ground that is relatively easy to survey, we 
shall consider his method. Pareto himself emphasized again and 
again that he simply applied the same ‘fiogico-experimentar’ methods 
that had served him for the purposes of economic theory to the task 
of analyzing the ''experimentally’^ verifiable reality of other aspects 
of social life, allowing himself to be guided here as elsewhere by the 
example of the physical sciences. This was, of course, a complete 
delusion. It is easy to observe, for instance, that he made large and 
in part illegitimate use of psychological mterpretations for which 
there is no analogy in the physical sciences and that his material, 
such as it was, was the product of observation and not of experi- 
ment — a difference which is fundamental from the standpoint of 
method. I am afraid that what he reaUy meant to emphasize when 
tiying to formulate his rules of procedure was simply the detachment 
of the philosopher who does not identify himself with any party, 
interest, or creed. The possibility of such detachment raises, of 
course, a very well-known fundamental dfficulty and one that Pareto 
was the less qualified to overcome because he failed to see it. Actually 
he used two different analytic schemata: one that may be called a 
morphology of society and does invite the use of facts that are, poten- 
tially at least, amenable to observation in a similar sense as are the 
facts of anatomy or biology; and another that pertains to social 
psychology. Both schemata are indeed illustrated or even, to some 
extent, verified by historical and contemporaneous instances, but 
neither is derived from them by anything like a "logico-experimental” 
method: both are reflexes of a highly personal vision of the social 
process that owes much to Pareto’s background, practical experi- 
ence and resentments. The affinity of the morphological schema 
with Darwinian selection and of the socio-psyehological schema with 
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parts of the teaching of Tarde, Diirkheim, L4vy-Bruhl, and Th. Ribto 
is obvious. Still more so is the relation of both with the current of 
thought glanced at in the first section of this essay that issued in 
derogatory criticism of the doings of parliamentary democracy — the 
current that was anti-intellectualist, anti-utilitarian, anti-equalita- 
rian and, in the special sense defined hy these tennSj^ anti-liberal. But 
the force of the man created from these materials something that was 
nevertheless specifically his own.® 

The naorphological schema centers in the proposition that all 
societies consist of heterogeneous masses of members — individuals 
or families — and are structured according to the aptitudes of these 
members for the relevant social function: in a society of thieves, the 
ex hypothesi widely varying ability to steal would determine social 
rank, and hence influence upon the government of the society. Pareto 
seems to assume that these abilities, while capable of improvement 
and of decay, are substantially innate though he makes little effort 
to establish this. Moreover, though distributed continuously in the 
population, they lead to the formation of classes, the “higher” ones 
of which have and use the means of buttressing their position and of 
separating themselves from the lower strata. In consequence, there 
is in the lowest strata a tendency to accumulate superior ability that 
is prevented from rising, and in the topmost stratum, in the aristoc- 
racy or SliUj a tendency to decumulate energy through disuse — with 
resulting tension and ultimate replacement of the ruling minority by 
another ruling minority that is drawn from the superior elements in 
the couches injkieures. This circulation des Hites does not, however, 
affect the principle that it is always some minority which rules, and 
does not do anything to bring any given society nearer to the ideal of 
equality, though it does produce equalitarian philosophies or slogans 
in the course of the struggles that ensue. With a turn of phrase that 
recalls the first sentence of the Communist Manifesto, Pareto pro- 
claimed that history is essentially a history de la succession des aristoc- 
racies {Manuel, p. 425). But his presentation of this part of his argu- 
ment is so very sketchy and he leaves his readers with so much to 

4. This proviso is very necessary. There are other meanings of the word 
'^liberal,” one of which would describe Pareto’s position much better than could 
any other term. Similarly, there is a sense in which he might be justly called a 
great humanitarian. But it is not the one which he applied to individus digSniris, 
dHnteUigmce et de vohnU faibles (Manud, p. 130.) 

6. It is highly instructive to observe how different the results are that 
different men arrive at not only from the same facts but also from the same 
intuitions. Graham Wallas was an orthodox English radical and a Fabm. But 
in Human Nature in Politics he drew a picture that was not in the least more 
flattering to the slogans of political democracy than was Pareto’s, 
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interpolate that I am not at all sure that I have rendered justice to 
his thought. Nevertheless, I had to make the attempt. For some 
such argument is necessary in order to put his social psychology into 
its proper light. 

The socio-psychological schema centers in the concept of the 
non-logical (not necessarily illogical) action. This concept recognizes 
the well-knovui fact — well-known, in particular, to economists — 
that the great mass of our everyday actions is not the result of rational 
reasoning on rationally performed observations, but simply of habit, 
impulse, sense of duty, imitation and so on, although many of them 
admit of satisfactory rationalization ex post either by the observer 
or the actor. So far there is nothing in Pareto’s psycho-sociology 
that could be unfamiliar to anyone. What is unfamiliar however is 
his tremendous emphasis upon the additional facts that a great 
number of actions — and let us add at once, beliefs — are being 
rationalized, both by actors and by observers, in ways that will not 
stand up under scientific analysis and, more important, that some 
actions and beliefs are altogether incapable of being rationalized in 
any way that will. The importance of this second step for a sociology 
of the political process becomes obvious if we take a third one: Pareto 
maintained that the large majority of all the actions and beliefs that 
make up that process are of the type mentioned last. Take, as an 
instance on which we all agree, the idea of the Social Compact or, 
as an instance on which most of us agree, Rousseau’s theory of the 
volonU ginSrale, Only, according to Pareto, practically all the 
actions, principles, beliefs and so on prevailing in the collective mind 
of electorates belong in the same category. And a large part of the 
Trattato consists in illustrating this, often amusingly, sometimes 
instructively. 

It will serve our purpose to put this point strongly, more strongly 
than Pareto himself ever put it. The masses of thought and the con- 
ceptual structures that form the conscious surface of the social and in 
particuiar of the political process have no empirical validity what- 
ever. They work with entities such as liberty, democracy, equality, 
that are as imaginary as were the gods and goddesses who fought for 
and against Greeks and Trojans in the Iliad, and are connected by 
reasonings that habitually violate the rules of logic. In other words, 
from a logical standpoint, they are nonsense unalloyed. This makes 
a political philosophy that is best described by its diametrical oppo- 
sition to that of Jeremy Bentham. It should be observed, however, 
that this diagnosis of the political myths (Sorel) did not induce Pareto 
to overlook the function that this logical nonsense may fill in national 
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life. After having gone through with an analysis that is severely 
positivist in nature, he refused to draw the conclusion that would 
seem the obvious one to the positivist. While political creeds and 
social religions — with Pareto there is very little difference between 
these two — contribute to dissolution in dissolving civilizations, 
they also contribute to effective organization and action in vital 
civilizations. This is a very curious attitude for a thorough-going 
positivist to take and will perhaps be cited at some future time as an 
outstanding example of the mentality of an epoch that destroyed one 
type of metaphysical beliefs while ushering in another. It reminds 
me of the advice which I have heard some psychoanalysts give to 
some of their patieniis, namely the advice to cultivate with a view 
to possible remedial effects a sort of synthetic belief in God. There 
is of course no contradiction between maintaining that social and 
political creeds have no empirical significance and admitting that 
some of them may make for social cohesion and efficiency. But the 
social philosopher who should thereupon undertake to advise the 
adoption of the latter would run into the same difficulty as our 
psychoanalyst; so long as his analysis is being accepted his^advice 
must be ineffective, for no synthetic God can be trusted to help; 
so soon as his advice is accepted his analysis will have to be rejected. 

That tissue of creations of our imagination Pareto called dSrivOr- 
tions. The argument adumbrated in the preceding paragraph abun- 
dantly shows that they are not without importance as factors that 
help to shape the historical process. It was Pareto's opinion, however, 
that this importance is relatively small and that substantially these 
derivations do no more than verbalize something more fundamental 
that comes much nearer to determining actual political behavior and 
the sum total of non-logical actions. Now if we defined this more 
fundamental something in terms of group interests, and if we then 
went on to define these group interests in terms of the social location 
of groups within a society's productive organization, we should be, 
to say the least, very near Karl Marx's view of the matter, and there 
is in this point actually a strong affinity which I think it important 
to emphasize. In fact, if we adopted this line of reasoning, there 
would be only two major points of difference left between Marxian 
and Paretian political sociology. On the one hand, Pareto introduced 
explicitly an element that is only implicitly present in the Marxist 
analysis: the importance for the explanation of an actual stretch of 
history, of the greater or smaller degree of social flexibility that a 
given society displays, or, in other words, the importance of the fact 
that there exists an optimum of vertical mobility and of resistance 
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to it that will better than others guarantee what might be termed 
stability of political change. On the other hand, we need only recall 
our sketch of Pareto’s social morphology in order to realize that with 
Pareto the historical process is not so much the result of the conflict 
of comprehensive social classes as it is the result of the conflict of 
their ruling minorities. It is submitted that, while both differences 
are to the credit of Paretian sociology, they do not amount to more 
than corrective improvements upon the Marxist schema. I might 
add the fact that property relations per se are much less in evidence 
with Pareto than they are with Marx, and that this also constitutes 
a claim to superiority of the Paretian analysis. But it will be readily 
seen, that this point is really implied in the other two. 

Actually, however, Pareto did not follow up this line of analysis. 
With him the link between the tissue of delusions which he called 
derivations and the objective determinants of actual behavior was 
supplied by what he called the rSsidus, I am conscious of the danger 
of being unfair if, for the sake of brevity, I define these rSsidus as 
impulses generally found to be present with human beings that 
revive, and not in a very inviting manner, the old psychology of 
^‘instincts.” We need not discuss the list that Pareto drew up — and 
which contains such items as an instinct of combinations, the sexual 
impulse, and so on — especially as Pareto himself does not seem to 
have been very satisfied with it. It is suflGicient to point out the 
obvious methodological objection to any such procedure; even if 
Pareto’s rSs^idus and the 'flaws” of their association and persistence 
were much more satisfactorily analyzed than they are, they would 
still be labels rather than solutions of problems, and call for profes- 
sional investigation of a kind for which Pareto lacked the equipment. 
It is therefore quite understandable that Pareto’s work has exerted 
so little influence upon professional sociology and social psychology, 
and that professional sociologists and social-psychologists have but 
rarely displayed a sense of the greatness of the structure as a whole,® 

But those and other shortcomings are not decisive. Pareto’s 
work is more than a research program. Also, it is more than mere 
analysis. The fundamental principle that what individuals, groups, 
and nations actually do must find its explanation in something much 
deeper than the creeds and slogans that are used in order to verbalize 
action, conveys a lesson of which modem men — and none more 
than we economists — stand much in need. We are in the habit 
when discussing questions of policy of accepting at face value the 

6. Professor Talcott Parsons’ analysis of Paretian sociology stands almost 
alone in the Anglo-American sociological literature. 
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slogans of our own and, indeed, of a by-gone time. We reason exactly 
as if the Benthamite creed of the eighteenth century had ever been 
valid. We refuse to realize that policies are politics and to admit 
to ourselves what politics are. We cultivate the subnormal and do 
our best to suppress whatever there is of strength and sparkle. In 
conditions such as these, Pareto^s message, however one-sided, is a 
healthy antidote. It is not, like his economics, a technical achieve- 
ment of the first order. It is something quite different. It is an 
attempt to preach a sermon. 

Joseph A. Schumpetbe. 


Harvard University 
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SUMMARY 

Introduction: The theory of the accelerator to date, 174. — How steady 
growth is generated, 176. — Influence of the investment period, 180. Influence 
of the income period, 181. — A more general case, 182. — Qualifications, 186. 
Price as a stabilizer, 188. — Appendix, 193. 

The early development of the theory of the accelerator by such 
economists as Aftalion^ and Clark^ stressed its role as a generator of 
cycles. Samuelson, however, pointed out that the interaction of the 
accelerator and the propensity to consume can lead to a variety of 
time patterns of the national income depending on the numerical 
values of these factors.^ Among the possible patterns was one of 
steady growth for large values of accelerator and propensity. 

Meanwhile Domar^ and Harrod® investigated the rate of growth 
of income required to induce (or justify) enough investment expend- 
iture to offset the savings that would be associated with the growing 
income, so that the growth of income could be maintained. Schelling 
has concluded that their quest was hopeless — ‘‘that growth via 
induced invest; ^ :n . is unreliable, that a stable dynamic equilibrium 
cannot be got ... acceleration.”® 

Schelling drew, this conclusion from a very restricted set of 
examples. It is the purpose of this paper to examine the problem 
in greater generality. The conclusion here reached is that plausible 
values of accelerator and propensity to consume can indeed permit 
steady growth, but with constant prices they will lead to so rapid a 
rate of growth as to suggest that the assumed relationships cannot 
long persist. Although there are some numerical values of accelerator 
and propensity that will yield moderate steady growth, those values 
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do not seem consistent with what we know about the facts of our 
economic system.^ 

Furthermore, a given set of values of propensity and accelerator 
can lead to radically different time patterns of the national income 
depending upon the periods over which accelerator and propensity 
operate. Two periods are of fundamental importance in this con- 
nection: the time it takes that part of a given income which is spent 
on consumption to go through the economy and once again become 
income (the income period) ; and the time it takes for the investment 
expenditures induced by a given increase in national income to be 
made (the investment period).® If these periods are short enough 
there will be rapid steady growth irrespective of the given values of 
accelerator and propensity to consume so long as the accelerator is 
not zero.® If the income period is short, and the investment period 
very long, a steady approach to equilibrium is produced. For inter- 
mediate values of the time periods cyclical movements predominate. 

Gently rising prices may act to stabilize a moderate rate of 
growth that would otherwise develop into an excessive one. Values 
of accelerator and propensity and their periods which would lead to 
tremendous rates of growth of income at constant prices if production 
could possibly grow that fast can lead to moderate rates of growth 
of production and of prices if there is a tendency for increased expend- 
iture to raise prices as well as to call forth increased production. 
Moderate steady growth of the national income " nrdingly may be 
generated by plausible values of accelerator and , isity provided 
price rises act as stabilizers. There is a very narrow range of price 
rises which can moderate a rapid rate of growth to a gentle rate of 
growth. Price rises exceeding this range will lead to cyclical fluctua- 
tion even when steady growth at a very rapid rate would take place 
if prices did not change. 

The stabilizing effect of a price rise results from the fact that 
rising prices reduce the increase of real income associated with a 
given increase of expenditure, and so reduce the amount of investment 

7. In the following discussion the terms “moderate*' and “large rate of 
growth/' and “propensity to consume close to one" will frequently be used. 
They will usually be used in a relative sense, but in order to make the ideas 
concrete we may adopt the convention that a rate of steady growth of 10% a 
year or more is “large" rather than “moderate"; a propensity to consume of 
.96 or greater is “close to unity," and one greater than .98 is “very close to unity." 

8. In this article it is assumed that the time it takes expenditure on 
investment to become income is equal to the income-period. This assumption 
is dropped in the general case considered in the appendix. 

9. As a limiting case if investment depends on the (instantaneous) rate 
of growth of income, steady growth will be possible irrespective of the value 
of the accelerator, so long as it is positive. 
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that will be induced through the accelerator. If the rising prices 
induce speculative investment, however, the stabilizing effect will be 
impaired. 


How Steady Growth is Generated 

Of course, steady growth will always be possible if the marginal 
propensity to consume is greater than unity, irrespective of the 
(positive) value of the accelerator. But such a condition is implaus- 
ible, and we shall henceforth assume that the marginal propensity to 
consume is less than unity. 

A simple example may demonstrate how an accelerator can 
introduce steady growth even if the marginal propensity to consume 
is less than unity. Suppose the marginal propensity to consume 
is .95, and that it takes a year for a given dollar of income to go 
through consumption and once again become ninety-five cents of 
income. That is, income of period t from consumption expenditure 
= .95 F<-i, where F^-i is total income of period ^-1. If income is to 
grow at a steady rate, let us say at 5% a year, each yearns income 
from investment expenditure must equal 10% of the previous yearns 
total income in order that the 5% savings may be offset and 5% 
increase in expenditure may be supplied. Then the ratio of income 
from investment expenditure to increase of annual income must be 
10% to 5% or 2.0 (the accelerator). 

Income of period t equals the sum of consumption and investment 
expenditures whi^b^come income in that period, so that 

h = .95 Fm + 2.0 {Yt - F^.l). (1) 

Steady growth will be possible at a rate of 5% per year as may easily 
be verified by trying = 100, Yt — 106 in equation (1). 

As Schelling has observed, this situation is unstable. Stable 
equilibrium -within any period requires that at hi^er income expend- 
itures will be less than income, and at lower incomes expenditures 
will exceed income. This is exactly analogous to the familiar stability 
condition in supply and demand analysis that the supply curve cut 
the demand curve from below. Suppose we try Yt = 110, Yt-i =* 100 
in the right-hand side of equation (1) . Then the indicated expenditure 
would be 115, or greater than the assumed Yt. Equation (1) accord- 
ingly represents an unstable situation. If equation (1) held in fact, 
there is no reason to believe that income would grow at 6% a year 
even though Yt = 1.05 Yt-i is a solution of equation (1). The con- 
ditions which underlie equation (1) would lead to an indefinitely 
large or indefinitely small income. This should be intuitively obvious 
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from the fact that whenever income is increased by $1, investment 
will be increased by $2. Since investment is itself part of income, 
the latter will increase by $2 more than the original $1, This in turn 
will induce an increase of investment of $4, which, upon immediately 
becoming income, would in turn lead to an investment increase of $8, 
and so on ad infinitum, all within one time period. 

It seems more realistic to assume, then, that income from 
investment in the current period depends on the change in income 
of the previous period so that income of period t from investment 
expenditure = B (Yt-i — ¥ 1 ^ 2 ) 

where B is the accelerator. Then, still assuming a propensity to 
consume of .95: 

Yt = .95 7^1 + B {Yt^i - 7 ^ 2 ) (2) 

If this equation is to yield steady growth at 5% a year, it must 
be satisfied by the sequence 100, 105, 110.25, for 7^.2, Yt-i, Yt, 
respectively. Substituting these values in (2) we find that B must 
equal 2.1 in order to yield a 5% rate of growth. That is: 

Yt = .95 7^.1 + 2,1 (7^1 - 7 ^ 2 ) (2a) 

yields a 5% rate of growth. Equations (2) and (2a) are stable in 
the intra-period sense that an increase in the income of period t will 
not increase expenditure which becomes income in period t at all, 
since expenditure which becomes income in period t now depends 
entirely on the incomes of previous periods. 

It now seems as though we have constructed an example which 
yields a moderate rate of steady growth without the intra-period 
instability characteristic of the first example. If the rate of 5% per 
year is deemed excessive, we can by choosing a larger value of B 
construct an example with as small a rate of growth as we like. If, 
for example, we set B = 3.57 in (2) the resulting equation will fit 
a 2% rate of annual growth. The lower the rate of steady growth, 
the greater must be the accelerator necessary to induce investment 
expenditure to more than offset the assumed marginal rate of saving 
(5%), and thus support the steady growth. Thus with steady growth 
of 1% a year, and the propensity to consume, a == .95, the accelerator 
would have to be approximately 6, since it must provide expenditure 
to make up for 5% saving plus 1% growth in income. Similarly, if 
the growth of income were to be a year (with propensity still 
.95) the accelerator would have to be about 11. 

Yet when the accelerator is large, a small increase in income 
should induce a large investment e::q)enditure, which, upon becommg 



178 


QUARTERLY JOURNAL OF ECONOMICS 


income should induce further large investment expenditure, and so 
on. Paradoxically then, we should expect a large accelerator to lead 
to a rapid rate of growth of income, while in the preceding paragraph 
we saw that a larger accelerator is associated with a smaller rate of 
growth. Both sides of this paradox are true however, because with 
each accelerator there will be associated not one, but two, rates of 
growili. 

Equation (2a) is satisfied not only by a 5% increase per period, 
but also by a 100% increase per period, as may be verified by trying 
out the sequence 100, 200, 400 in equation (2a). More accurately, 
equation (2a) will be satisfied by a sequence of incomes made up of 
two components.^ One of the two components of the solution of 
equation (2a) will grow (or decline) at 5% a year and the other at 
100% a year. That is, equation (2a) will be satisfied by 

Yt = Ki (1.06)' + Ki (2.00)' (2b) 

where Ki and Kt are constants which depend only on the incomes 
which start off the series.* 

If the initiating series is growing at a rate only slightly over 5%, 
income will at first grow at a rate close to 6% a year, but will 
fairly rapidly approach a rate of growth close to 100% a year. These 
rates]of growthneednot apply to income measured fromzero, but from 
that level of income at which savings are zero. Suppose savings are 
zero in the United States at a national income of $50 billion per year. 
Then Yt may represent national income over 50 billion dollars. Then 
7o = 1, Pi = 2 will, in equation (2a), lead to a 100% growth of Yt 
per year. This corresponds to an income sequence of 51, 52, 64, 58, 
66, 82, 114. Thus a rate of growth of Yt by 100% a year need not 
be implausible for a limited number of years. 

We may caU the two rates of growth the dominant and the minor 
rate respectively. Let us see whether plausible values of the accel- 
erator cannot yield more moderate dominant rates than in the example 
given: we shall still assume, however, that a = .95. 

As B decreases, the minor rate increases and the dominant rate 
declines, until we consider B smaller tha n 1.497 at which point all 
possibility of steady growth disappears and the dominant component 
of Yt becomes cyclical. The corresponding nninimiiTn dominant rate 
of growth is over 22% a year. 

1. There are two lags, and the general solution of such a difference equation 
has as many components as the equation has lags. 

2. The terms 1.06 and 2.00 may be called growth factors. The relation 
between a growth factor (r) and a percentage rate of growth per period (p), is 
then p = lOOfr — 1)%. 
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If the propensity to consume, a, in equation (2) were closer to 
unity than is .95, a smaller dominant rate of steady growth would 
be possible. For any given a the sma llest possible dominant steady 
growth factor will be 1 + V 1 — o, so that a dominant steady 
growth factor of 1.05 or less per year would be possible only with a 
marginal propensity to consume of .9975 or greater under the con- 
ditions assumed. 

Consequently, under the assumed conditions, values of a which 
are at all different from unity permit only extremely rapid steady 
dominant rates. Values of the accelerator that do not generate such 
high dominant rates will lead to cycles rather than to steady growth. 
For very small values of the accelerator B, the cycles disappear, and 
only a steady approach toward zero is possible for each component 
ofYt. 

Harrod* pointed out the possibility of the existence of a 
“warranted” rate of growth such that if precisely maintained ini- 
tially it would induce a continuation of the same rate. But if there 
is a small displacement from this warranted rate of growth, increas- 
ingly large displacements will be generated. This is characteristic of 
a minor rate of steady growth such as the 5% rate which satisfies 
equation (2a). If the initial F’s that start off the series are growing 
at just barely over 5%, then Kt in (2b) will be very small but positive, 
and the rate of growth of income will at first be close to 5%; but 
eventually the growth factor of 2.0 will come to dominate that of 1.05 
and growth will approximate 100% per year. Thus if we start off 
equation (2a) with Fo = 100, Fi = 106, then F 2 = 113.3, F8=123; 
but Fio = 1239, and Fu = 2329. If, however, the initial series is 
growing at a rate just below 5% a year, Kt will be small but nega- 
tive, and the rate of growth will steadily diminish and will eventually 
reach a very rapid rate of decline. 

Thus the minor rate of growth is a critical dividing line between 
initial rates that will lead to an ever-increasing rate of growth 
approaching the dominant growth factor, and initial rates that 
will lead to declining rates of growth, and eventually to rapid decline. 
The frequently observed tendency for growth to be cumulative holds 
only for rates between minor and dominant rates. Within this 
range, the more investment there is the faster income will grow and 
the more investment will be required. Outside the range between 

3. Harrod, op. dt. Harrod’s model differs in essential respects from the 
model here used. The difference will be discussed in a forthcoming sjrtide by 
the author; it suffices to state here that in Mr. Harrod’s model steady growth is 
always possible and it is always unstable. 
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Qunor and dozainant rates, a given rate of growth or decline cannot 
sustain itself. 

Earlier investigators of these relationships have been concerned 
principally with the minor rate of growth, the dominant rate having 
escaped their attention just as it escaped ours in equation (1). This 
oversight is the consequence of an assumption of instantaneity of 
expenditure’s becoming income (a zero income period). It will be 
shown below that for conditions that can yield steady growth, as 
the income or investment period is shortened, the dominant rate of 
growth increases without limit. So, as the income or investment 
period approaches zero the dominant rate becomes infinitely great. 
But if either period is assumed to be zero and completely ignored, 
the infinitely large dominant rate of growth is lost from sight. Only 
the minor rate of growth will then be noticed. The recognition of 
the instability of the rate of growth thus discovered is an implicit 
reflection of the operation of the (hidden) infinitely large rate of 
growth. We may conclude that it is highly misleading to assume 
that expenditure instantaneoudy becomes income. The income 
period is an important characteristic of our economic system which 
must not be assumed away. 

Influence of the Investment Period 

Values of the ultimate aimual accelerator,^ B, that will lead to 
steady growth are by no means unrealistic, even though the rates of 
growth they imply could presumably not long be maintained. Cer- 
tainly the long-run increase of capital may be at least 1.5 to 2.1 
times the long-run increase of annual national income. What is 
unrealistic is that all the investment induced by an increase in the 
national income should be achieved in a single year following the 
increase in national income. A slower process is likely, so that a 
given year’s increase in income may initiate a series of investments 
which will be spread over several years. 

We may assume, for the purpose of illustration, that the invest- 
ment induced by a $1 increase in the annual national income is $2.1 
spread evenly over five years, so that a dollar increase of annual 
income leads to investment of $.42 per year for five years. Then 
the income in a year t from investment expenditure induced by 
5 previous years’ increases of income will be: 

A2(Yt.i - Y^s) + A2(Y^s - V^) + + A2(Yt.s - F^) 

4. The uMimate annual accelerator (henceforth referred to as the ultimate 
accelerator, B) is defined as the amount of investment that will ultimately be 
induced by a permanait increase of 51 in the annual national income. 
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But each intennediate Y occurs once positively and once negatively 
so that the intennediate Y’s cancel out and the income in year t 
from investment expenditure = .42(F(.i — Yt^) 

Let us call the factor .42 the current accelerator c, as distin- 
guished from B, the ultimate annual accelerator, which is here assumed 
to be 2.1. If as before a = .95 and there is a one-year income period, 
then: 

Yt = .95 F„ -I- .42(Fw - F^) (3) 

In this example the dominant rate of growth will be about 20% 
per year in contrast to the dominant rate of 100% per year generated 
by the same propensity to consume and ultimate accelerator, when 
the latter operated entirely within one year instead of over five years. 
When the accelerator operates gradually over a long period, rather 
than crowding a great mass of investment into a sin^e year, the 
dominant rate of growth is reduced. If the ultimate accelerator of 
2.1 operated over 6 years (with a — .95) the dominant rate of growth 
would be about 14%; if it operated over 7 years, however, no steady 
growth at all would be generated, but there would be a cycle of 
growing amplitude. 

So far, our attempts to construct an example of the generation 
of moderate steady growth by the accelerator have been fruitless. 
We constructed one that would yield a moderate rate of 5% a year, 
and found that the 5% rate was dominated by a component that 
increased at 100% a year. Reducing the value of the accelerator 
decreased the dominant rate of steady growth but only down to a 
lower limit set by the value of the marginal propensity to consume. 
Lengthening of the investment period also reduced the dorainant 
rate of steady growth, but this too switched over to the generation 
of cycles before a moderate dominant steady growth was achieved, 
so long as o was not very close to imity. 

Influence op the Income Peeiod 

An income period shorter than one year must also be considered. 
Thus suppose that the income period is 4 months,® but as before 
a — .95, and B = 2.1 spread over 5 years. If now we change our 
imit of time to 4 months, this will change the appropriate value of 

5. Cf. Richard M. Goodwin, “The Multiplier,” in Seymour Harris, ed., 
The New Economics (New York, 1947), p. 488 for an argument that the income 
period is probably not longer than H year. Cf. also Lloyd A. Metzler, ‘%ree 
Lags in the Circular Flow of Income” in Income, Employment and PiMie Paliey, 
Essays in Honor oj Alvin H. Hansen, (New York, 1948). The income period in 
this article corresponds to the sum of the first two centered by Metzler, 
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the accelerator. An increase of income by $1.00 per third of a year 
is equal to an increase of $3.00 per year. Therefore, if 5 = 2.1 then 
mos. — 6.3. However, the current accelerator c, which is defined 
as the ultimate induced investment divided by the investment period, 
is invariant with respect to the time unit. An investment period of 

21 6 3 

5 years will be 15 units of 4 months each, and c = — = — = .42. 

' 5 15 

Therefore the above assumptions are expressed in the equation: 

Yt = .95 Yt.1 + A2{Y^^ - Yt-ie) (4) 

The dominant rate of growth indicated by (4) is greater than 
36.5% per income period or over 150% per year! If in (4) we try 
smaller values of u, we find that the minimum dominant rate possible 
so long as the other conditions remain unchanged is 41% per year 
with a about .78. Smaller values of a will then lead to a cyclical 
dominant component. 

So long as (a + c) > 1 the shorter the income period the greater 
will be the dominant rate of steady growth. This will be shown in 
the more general case which follows. 

A More Gekteral Case 

We may now investigate the general case of which the preceding 
examples were special illustrations. We continue to assume that 
the timing of the propensity to consume can be expressed in the 
income period; and that the rate of investment expenditure is 
uniform over the investment period; and that it takes just one 
income period for any given investment expenditure to become 
income. Four constants then specify the time shape of the move- 
ment of income: 

a = the marginal propensity to consume; 

€ ~ the current accelerator defined as the ultimate annual accelerator B, 
divided by the investment period in years;® 

n s= the ratio of the investment period to the income period, or the number 
of income turnovers per investment period; 
m the number of income periods per calendar year. 

If we choose the income period as our time unit ( 1 unit = 1- th year J 

\ m / 

we need only three of these constants in the equation embodying 
our assumptions: 

Yt = aYt-i + c (Yt-i — = (a + c) Fj_i — cY t^^i (5) 

_ 6. Note that B is defined as the increase of capital ultimately induced bv a 
$1 mcrease in annual income. 
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This equation indicates that each period’s income 'will be (a + c) 
times the preceding period’s income minus c times the income of a 
much earlier period. This may be conceived as a growth factor 
(a + c) compounded each income period, and reduced by a factor 
which is independent of the length of the income period. As the 
income period shortens, the number of income turnovers per invest- 
ment period increases, giving (a + c) greater opportimity to com- 
pound over the investment period. 

If we represent a given investment period as n income periods, 
n gets larger and larger as the income period gets shorter and shorter, 
and the growth factor over the investment period approaches (a -b c)" 
which itself approaches either zero or infinity as n increases, depend- 
ing, respectively, on whether (a -I- c) is less than or greater than 
unity. So a shorter income period leads to a greater rate of growth 
so long as o -b c > 1 ; and it leads to a more rapid approach to an 
equilibrium value if a -b c < 1. 

Equation (6) will be satisfied by a which is the sum of m -b 1 
components, of which at most two can grow steadily; the remaining 
n — 1 components will oscillate. The conditions that there be at 
least one steadily growing component are:^ 

n r n 1”+^ 

(o -b c) > 1 (I), and nc ^ J 

These conditions (provided a < 1) are also sufficient to insure that 
there will be two steadily growing components and that each of them 
will dominate the oscillating components. If r is the growth factor 
of the dominant steady growth component, then in the absence of 
outside disturbance, as time goes on, Yt/V m will in general approach 
r.® If conditions (I) and (II) hold, it will also be true that 

— ^ (a + c) ^ r<a + c (III), and nc ^ (IV) 

n + 1 

From these four conditions we may draw the following conclusions: 

1. If steady growth is possible at all, the dominant growth factor 
over the income^investment period^ will equal or exceed the ultimate 

7. See Appendix for proof of these conditions and conclusions. 

8. If there are several different dominant growth or cyclical factors with 
equal absolute values, Yt/Yt-i will then approach any particular one of these 
only if the series of Fs is initiated by certain values. It is also possible that 
for certain special initial conditions YtlYt-i may approach a value different 
from any of the dominant r% but that situation will be unstable. Growth at 
the minor rate of gi’owth is an example of this. 

9. The sum of the investment period plus one income period is called the 
income-investment period. 
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accelerator (B) multiplied hy the number of income periods per year {m)} 

That is, the dominant component will have a growth factor at 
least equal to mB per income-investment period. If then the ulti- 
mate accelerator, B, is of the magnitude of 1 to 2, and the income 
period about H year (m = 3), then dominant steady growth must 
be of the magnitude of 200 to 500% per income-investment period. 
Unless B is very small, or the income-investment period very long, 
steady growth will be associated with a very large dominant rate. 

2. Values of the accelerator and marginal propensity to consume 
and their periods which will yield steady growth are not entirely implaU'- 
sible even though they lead to tremendous dominant rates of growth, 
CRITICAL COMBINATIONS OF a, C, AND FOR STEADY GROWTH 



C, CuKRENT Accelerator 
c = b T- investment period m years 

For any specified set of a, c, and n, conditions I and 11 tell us 
whether steady growth is possible. The Chart shows the minimal 
combinations of these three quantities that will permit steady growth. 
Each curve on the chart shows for a given n the smallest value of c 
that will suffice to yield steady growth for any given value of a, 
or the smallest value of a that will yield steady growth for any given 
value of c. 

All combinations of a and c that lie above or to the right of the 

1. This follows from condition IV since, by definition, nc = mB, 
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curve for a given n will lead to steady growth for that value or any 
larger value of n. Thus for n = 10, and a = .86 steady growth will 
be achieved if .40. These minimal values of n and c mi^t, for 
example, correspond to an ultimate accelerator of 1.33 operating over 
3}4 years, and an income period of 3^ year. Or, possibly, they might 
correspond to an ultimate accelerator of 2.0 operating over 5 years 
and an income period of 3^ year. For these examples the dominant 
rate of steady growth will exceed 300% per income-plus-investment 
period. 

Or suppose the marginal propensity to consume = .80, the 
income period year, and the ultimate accelerator 1.65 operating 
over 33^ years. Then steady growth will dominate. But in this 
case the rate of growth of the dominant component would be over 
400% per 3/4 years. Or if a = .50, the income period 3^ year, and 
the ultimate accelerator 2.8 operating over 3^4 years, there will be 
steady growth. The reader may judge for himself whether these 
or other possible combinations which lead to steady growth are 
implausible. 

3. Only if the marginal 'propensity to consume is very close to 
unity can dominant steady growth he moderate. 

This may be seen from the chart, for the dominant growth 
factor per income-investment period is at least nc, according to 
condition IV. We can hardly expect the investment period to be 
as short as the income period, so that n must be Sit least equal to 1, 
and is probably considerably greater than 1. Nor should we expect 
the investment period plus the income period to be over 6 years. 
If the dominant component of income is to grow steadily at a rate 
of less than 50% increase per 6 years, then the marginal propensity 
to consume must be greater than .95. If the investment period 
were shorter, so that, let us say, the income-plus-investment period 
is about 234 years, then if the dominant component is to grow at 
less than 20% per 2^4 years, a must be greater than .98. 

For values of a close to .80, the dominant rate of steady growth, 
if steady growth is at all possible, must be over 106% per income- 
investment period. For values of a not close to unity, moderate 
minor rates of steady grow^ are posable, but these will be paired 
with tremendous dominant rates of growth. Accelerator and pro- 
pensity may permit steady growth, but eventually only at very hi^ 
rates of growth of the dominant component; moderate initial rates 
of growth will soon be overshadowed by the dominant component 
imless stabilized by factors not yet considered. 
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Qualifications 

1. NonAinearity of accelerator and propensity. 

If, as the rate of growth of income increases, the values of the 
accelerator and propensity change, might not a moderate dominant 
rate of steady growth be achieved? This requires that a approach 
unity and that nc remain close to unity. Such behavior is conceiv- 
able, but unlikely. It is much more probable that, as income grows, 
the marginal propensity to consume will remain well below unity; 
and c may even be expected to increase, as is argued below. It is 
not then probable that as income grows the values of a and c will 
change so as to moderate the dominant rate of growth. 

2. Additional expenditures. 

There may well be other expenditures in addition to those taken 
account of in equation (5). For example, there may be some con- 
sumption independent of the level of national income, or some invest- 
ment either independent of national income or dependent on its 
level rather than on its rate of change. All such additional expenditure 
can be broken down into four parts: 

1. One part linearly dependent on the national income of the previous period 
(or periods*). 

2. One part linearly dependent on changes in the national income over the 
past. 

3. One part constant. 

4. One part variable over time, and linearly independent of both the income 
of the previous periods and changes in incomes of previous periods. 

Expenditure other than consumption which is linearly dependent 
on the national income can be lumped with consumption so that 
a may be redefined, not as the propensity to consume, but as the 
propensity to spend. Similarly any expenditure linearly dependent 
on the change of the national income can be lumped with investment. 
The only characteristic of investment that we have relied on in this 
paper is that it is linearly dependent on changes in the level of 
national income. This is probably true of only part of investment 
so that what we have been calling investment might better be termed 
accelerator expenditure, which should be defined to include all 
expenditure linearly dependent on the change of income. 

If expenditure which is constant over time, and therefore inde- 

2. Dependence of expenditure on income of several preceding periods is 
considered in the discussion of the general linear case in the appendix. 
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pendent of the rate of income, amounts to h per time unit, then it 

will be multiplied and contribute to the national income of any 

1 — a 

period. It is interesting to note that the multiplier of constant 
expenditure depends only on a, the propensity to spend, and not at 
all upon the accelerator, (a is assumed less than 1.) We may then 

redefine Ft to be the national income minus — - — , its constant 

1—0 

component. 

These three sorts of expenditure can accordingly be included in 
an equation of the form of (6) without requiring any change except 
a redefinition of terms. This is not true of the fourth type of expendi- 
ture. Let us call the fourth type of expenditure, that which varies 
independently over time, Zt. Introducing this into (5) we get: 

Yt = a Fi .1 + c(F„ - F„_i) + s, (6) 

The new F( will have the same components as one determined 
by (6) plus a new component introduced by the a’s.* The national 
income then becomes a weighted sum of all the a’s up to date, whose 
weights depend on a and c. If, in particular, Zt has a regular time 
shape, such as a sine curve, or a steady rate of growth, then Fj will 
include a component of similar time shape multiplied by a certain 
factor. For example, suppose that Zt = k^. It will contribute a 

k 

component to Ft where X = — xi . If g > 1, then 

- (a + c)fir" + c 

Zt, the independent steady growth of expenditure, will contribute a 
component of steady growth to Ft. In this case the multiplier, X, 
does depend on the accelerator as well as on the propensity to spend. 
If the independent rate of growth, g, is close to one of the growth 
factors of (5), then the multiplier X will be very large. 

Thus even though the values of accelerator and propensity are 
not such as to generate steady growth, they may lead to a large 
multiplier operating on steadily growing expenditure "which results 
from such independent factors as increase of the population, changes 
of taste, new inventions, etc. 

3. For a discussion of the nature of the solution when s is a random or 
stochastic variable see: Herman Wold, A Study in the Analysis cf Stationary 
Time Series (Uppsala, 1938), or Paid Samuelron, Foundations of Economic 
Analysis (Cambridge, Mass., 1947). Both these discussions are based on the 
assumption that the difference equation, excluding the s’s, woidd not ;jddd 
steady growth. 
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3. Expectations, 

It may be argued that investment depends upon expectations 
of future income rather than upon past changes in income. The 
inclusion of expectations into our system introduces no further 
complications. For any expenditure related to expectations can be 
included in the category of “additional expenditures” and can be 
broken dovm into the four categories of additional expenditure 
listed above. 

Consequently the operation of expectations may change the 
values of the constants in (6) or change the time-shape of the «'s, 
but no further change is introduced. 

We must accordingly interpret a as including all expenditures 
proportional to the level of income, including the expenditures 
brought about by the influence of the level of income on expectations. 
Similarly c includes the effects of changes in the level of income on 
expenditures, including the expenditures brought about by the 
influence of changes in the level of income on expectations. Finally 
Zt must include expenditures which depend on changes of expecta- 
tions which are independent of the level of national income and 
changes thereof. 


Price as a Stabilizer 

The steady growth that is indicated by equation (5) when 
conditions I and II hold is a steady growth of expenditure. The 
expenditure is assumed to equal income at current prices. Should 
increased expenditure lead to price rises, equation (5) can no longer 
be expected to hold at current prices. An increase of money income 
when prices are rising cannot be expected to lead to the same invest- 
ment as an equal increase of money income when prices are constant. 
On the other hand, equation (5) need not hold uniformly in real 
terms irrespective of what is happening to prices, since price changes 
may alter the consumption and investment patterns. 

These considerations are especially important when full employ- 
ment is approached, and only a very moderate rate of steady growth 
of real income is physically possible. When unemployment exists an 
increase of production can be achieved by hiring unemployed work- 
men and putting them to work. The capital requirements may in 
part be met by existing capital so that new investment need not 
equal the amount of capital used by the re-employed workers. As 
production increases, however, further re-employment requires larger 
investment; as there is less and less idle equipment, the needs for 
new investment are greater. Then as full employment is approached 
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increases of production in excess of those associated with the natural 
growth of the labor force can be achieved principally by the transfer 
of workers from tasks of low productivity to tasks of high produc- 
tivity, and that usually requires large additions to capital. Finally 
the productivity of labor in any particular task can usually be 
increased by the use of more elaborate machinery. Obviously much 
more investment will be required to support a given increase in 
production when capital alone is increasing than when employment 
and capital are increasing together. Consequently the value of c 
will probably be very large at full employment. 

With a large c, the dominant rate of growth of expenditure indi- 
cated by equation (6) would be very great. But physical limitations 
would prevent a rate of growth of real income by more than a few 
per cent a year. What then will happen? A moderate price rise 
may either preserve the conditions of moderate steady growth or 
lead to cyclical fluctuations. 

Let us, for the moment, assume that price changes do not affect 
either real consumption expenditure or real investment expenditure; 
and that the latter depend only on the level of real income or on 
changes in that level. Let us also abstract from independent expendi- 
ture such as Zt in equation (6). Then, if we denote real income of the 
<'th period by Yt, and the price level by so that YtPt ^ F{, the real 
expenditure of the — l)th period will be aYt^i + — Yt-n-i)- 

This becomes income in the i'th period, since we have taken the 
income period as our time unit. Then the money income of the 
<'th period will equal the real expenditure of the {t — l)th period 
valued at the price level of that period, so that 

Yt = P,-i[(a + c)Yt-i - (5a) 

or YtPt = Pj-i[(a + c)Yi-i - cYt^i] (5b) 

or 7t = (a + c)7f.i - cYt-n-i (5c) 

It may be observed that equation (5c) is similar to equation (6) 
except that Yt is substituted for Yt throughout, and that there is a 
relative price factor on the left hand side. Therefore whatever rate 
of growth is indicated by the values of a, c, and n will now be broken 
down into increase of real income and increase of price level. The 
rate of growth of real income will be reduced not only by the 
immediate rise in price, but also by the smaller investment that will 
result from the fact that real income does not go up as fast as money 
income. 
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As an example, let us insert in (5c) the same constants as we 
considered in (2a) above. In that case they yielded minor and 
dominant rates of growth of 5% and 100% respectively. 

Yt = .95 Tm + 2.1(7t.i - Yi-i) (5d) 

Let us assume that a 6.9% increase in money expenditure leads to a 
6% increase in production and to a 0.83% increase in price level. 
Then equation (6d) will be satisfied by a 6% annual rise in real 
income and an 0.83% annual rise in prices, as may be seen by 

substituting Yt = .K^(1.06)^ and “ 1.0083 in (5d) where K 

is any constant. 

This rate of growth of 6% wall be a stable rate of growth^ pro- 
vided that larger rates of growth lead to sufiiciently larger price rises 
so that the higher rates cannot be maintained, and that smaller rates 
of growth lead to smaller price rises such that the rate of growth will 
be increased.® Consequently a very gentle price rise can stabilize at 
or about 6% a year a rate of growth that would with constant prices 
approach 100% a year. But if price rises are slightly more vigorous, 
then they may cause the time shape of income to switch over from 
steady growth to cycles. Thus if in (5d) any increase in money 
expenditure would be split equally between price rise and increase 
in real mcome, then (5d) would indicate a cyclical fluctuation. 

Since Yt is not measured from zero level of income, but from an 
equilibrium level, it is unrealistic to assume that a given percentage 
change in Yt will lead to a given percentage change in prices. For 
values of Yt close to zero a 6% or 10% change in Yt might be 
negligible and so lead to no significant price change, while for 
Yt = 100 billions, a 5% change might lead to a large price change. 

4. In this connection by a rate of growth stable within a given region is 
meant that if we have as initial conditions a given rate of growth within the 
specified region subsequent rates of growth will gradually approach the stable 
rate of growth. 


6. In equation (6d) if ^ \ ^1 ZtL- for \ 1.069, and if 

Pw/I'mV 2.1 r° Yt-i/ 

the inequality sign is reversed for <1.069, then 1.069 is a stable growth factor 

Yt~i 


of money income. This inequality implies, for example, that a 10% increase in 
Yi induces more than a 2.1% increase in prices, while a 6% increase in Yt induces 
less than a 0.45% increase in prices. 
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Consequently, with a given a, c, and n, Yt may have a steady rate 
of growth over a certain range; then as further changes in Yt bring 
price rises, the rate of growth may be moderated; and finally Yt 
may reach a range in which cyclical fluctuations are generated. 

If over any portion of this range of fluctuation increases of price 
have the effect of stimulating speculative investment in inventories 
or other assets, this tends to increase the accelerator so as to modify 
or overcome the moderating effect of price changes. 

The minor rate of growth, as we have seen, constitutes the 
critical dividing line between rates of growth that lead to expansion 
and those that lead to decline. If the full-employment limit on the 
increase of production is greater than the minor rate of equation (5), 
then a steady rate of growth of real income at the full employment 
limit can take place, accompanied by a steady, but possibly mod- 
erate rise in prices. Thus in equation (4) above, the minor rate of 
growth is slightly over 3% per year. So equation (4), which would 
lead to a rate of growth of over 150% a year if prices did not rise, 
will be satisfied by a production rise of about 3J^% a year accom- 
panied by a price rise of 1.5% a year. 

In conditions of full emplo 3 anent the minor rate of growth 
becomes the critical quantity, and the dominant rate may be rele- 
gated to the background. The lower the minor rate the better the 
chances that a steady rate of growth may be maintained at full 
employment. Those values of a, c, and n, which will yield a large 
dominant rate of growth will also yield a small minor rate of growth. 
In particular a high value of c will lead to a small minor rate. 
Consequently, if, in fact, c is very large at full employment, steady 
growth may be possible at the moderate rate permitted by physical 
limitations. 

We may review briefly the manner in which a price rise acts 
as a moderator: increasing real income stimulates investment expendi- 
ture and consumption expenditure which together increase aggregate 
monetary expenditures. If increased monetary expenditure can bring 
out only a certain limited increase in output, the rest of the increase 
in expenditure will merely raise prices. As a consequence real income 
will increase only moderately and so there will be induced only a 
moderate rate of real investment, which will then bring out only 
moderate increases in output and in prices. If the physical limit to 
the rate of growth of real income is not much greater than the minor 
rate of growth determined by a, c, and ?^, then the price rise need 
only be small. If the physical limit is much above the minor rate 
of growth, then the price rise will be somewhat larger. Thus in 
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equation (5d) if the physical limit of the rate of growth of real 
income were as high as 10% per income period instead of 6%, then 
the price rise indicated would be 3.7% a year instead of .83%. In 
general, for any reasonable upper limit of growth of real income at 
full employment, only a gentle price rise will be required as moderator. 

We have at last achieved our goal of finding the conditions that 
will yield moderate steady growth. The first requirement is that 
steady growth be possible at all, which means that propensity and 
accelerator must be great enough, or income or mvestment period 
short enough, so that a, c, and n satisfy conditions I and II. Further- 
more o or c (or both) must be sufficiently greater than required by 
conditions I and II (or the income period sufficiently shorter) so that 
a moderate minor rate of steady growth is possible. This will imply 
a tremendously high dominant rate of steady growth unless a is close 
to unity. Then, if not stabilized by price, any rate of steady growth 
above the minor rate will lead to accelerated growth approaching 
the dominant rate. 

The second requirement is, therefore, that increases of expendi- 
ture lead to some increase of prices as well as to increases of produc- 
tion. Then the tendency to approach the dominant rate may be 
stabilized at a rate of growth quite close to the minor rate. 

The stabilizing effect of rising prices is not limited to relation- 
ships of the type of equation (6). Consider any set of conditions 
such that, if real income has increased over the relevant past® with 
a growth factor r, expenditure in the current period will exceed that 
of the immediately preceding period by a factor greater than r. It 
is obvious that there exists a price rise which will just reduce the 
real value of the increased money expenditure to r times the real 
income of the previous period. Such a price rise would then bring 
an end to further increase in the rate of growth. If prices rise when 
expenditure grows at a rate close to the minor rate, then the eqtiilib- 
rium rate of growth of real income may be very close to the minor 
rate. For we have seen that, for initial rates of growth very close 
to the minor rate, the immediately following rate of growth will 
exceed the initial rate by a small amount, and so only a very small 
price rise ^ be required to keep the growth of real income down 
to the initial rate. A larger price rise may eliminate completely the 
possibility (ff steady growth. 

This result is quite general, so that in almost any case in which 
a moderate rate of growth is at all possible, the instability introduced 

P®®* includes those preceding periods whose incomes affect 
e^enditure m the current period. 
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by the dominance of much greater rates of growth may be overcome 
and the situation stabilized by a moderate price rise, so long as the 
price rise itself does not stimulate additional real consumption or 
investment. 


Habvaed Univehsity 


Sidney S. Alexandeb. 


APPENDIX 

The Conditions for Steady Growth, 

Given (5) we may write down its characteristic equation:^ 

J{x) s ~ (a + c)a:” + c = 0. (7) 

The dominant component of (5) will grow steadily if the root 
of (7) with largest absolute value is real and greater than unity. By 
Descartes' rule of signs, (7) may have either two or no positive real 
roots. Note that f{x) > 0 for a; = 1,® and for a: = a + c; and that 
at the latter value all the derivatives of f{x) are positive. Therefore 
no real root is as great as a + c, and there are either two or no real 
roots between 1 and a + c. If there are two such roots in that 
interval, then over the interval f{x) must decline to some minimum 
value less than zero and then again increase to the positive value 
c at a; = a + c. 

n 

But /(a;) has a minimum where /'(x) = 0 or x^in == (a + c) 

n + 1 

7. This equation is derived by substituting for in equation (5). 
It is useful because the general solution of (5) is Fi = S Kiri where the X*s 

tSBl 

are constants depending on the initial sequence of incomes that starts the 
series off, and the r*s are the w + 1 roots of the characteristic equation. (The 
JST's might be periodics of period 1.) 

If an ri is real; 

n >1 contributes a component that grows steadily; 

0 < r* <1 contributes a component that steadily approaches aero; 

— 1 < H <0 contributes a component that approaches zero with damped 
oscillations of period 2; 

ri< —1 contributes a component that steadily grows in absolute value 
and oscillates each period from positive to negative or negative 
to positive. 

If an ri is complex: It contributes a component that oscillates in either a 
damped or explosive sine curve; damped if | n] < 1, explosive if | n*! >1. 

8. Since /(I) *=!“«, and by assumption o < 1. If a > 1 then /(I) < 0 
and there must then be a root of /(x) between 1 and a -f c. This proves that a 
margihal propensity to consume greater than unity always leads to a component 
with steady growth. 



194 


QUARTERLY JOURNAL OF ECONOMICS 


This TniniTmim is in the interval 

l<a:<a + c if and only if, (a + c) > 1. (I) 

w + 1 

Substituting the condition that at this minimuin/(a;) ^ 0 

gives: 

r « n "+i 

nc ^ (a + c) (II) 

L» + 1 J 

The larger real positive root, r, wiU lie between and a + c,® 
so that 

— - — (ffl + c) ^r<a + c (III) 

n + 1 


But II and III together imply: 

nc ^ (IV) 

By definition: c = B divided by the investment period in years; 
n = ratio of investment period to the income period. Then if there 

‘W 

are m income periods per year, the investment period is - years. 

m 

Then 


B 

n/m 


and nc = mB 
n 


so that, by IV : 


mB ^ 


So far we have established merely the conditions that there be a 
real positive root greater than unity. We may now show that this 
root is the root of greatest absolute value. 

Divide (7) by (x — r) where r is the larger positive root, but 


notice that (a + c — r) 


c 

T 


since r is a root of /(a) : 




fix) 


— X' — —X 


n -1 


^ yn-2 


0 


x — r r r'" 

But (8) is the characteristic equation of a difference equation: 

— 1) + -^Z(t — 2) + +l.Z(t — n) 

T T T 


( 8 ) 


(9) 


9. More accurately the larger root must lie either at aimin or between Xmin 
and a + c. If the larger root is at ajmin it then coincides with the smaller root, 
and there is a multiple root at ajmin. 
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All of the coefficients on the right are positive. If we start off with a 
set of n Z’s, each ^ 0 and not all equal to zero, then all subsequent Z’s 

will remain > 0. It is possible to choose an initial set of non-negative 
Z’b such that the coefficient of the largest root in the solution of (9), 

n 

Zt = Kivl , is not zero.^ If the dominant root were negative or 
1 

complex, then any solution of (9) in which the coefficient of the 
dominant root was not zero would lead to some negative values of 
even if the initial Z’s were positive. Since Zt always remains positive 
so long as the initial Z’s are non-negative and not all equal to zero, 
the dominant root (or one of the dominant roots if there are several 
of equal absolute value) must also be positive. But since fix) has 
only two positive roots, (i>{x) has only one, so we see that the minor 
positive root dominates all the remaining roots of /(a;), or is at least 
as great in absolute value as the largest remaining root. The larger 
positive root is accordingly the dominant root of f{x). 

Neglect of the Income Period, 

Consider equation (6) with given investment period in years as 
the income period approaches zero. Then n — ^ , and if (a + c) >1, 
conditions I and II will be satisfied for n greater than a certain value. 
Then condition IV indicates that , so that the dominant 

growth factor for the income-investment period becomes infinitely 
large as the income period approaches zero. But if we ignore the 
income period completely: 

Y,^{a + c)Yt-cYt^, (10a) 

where n' is the investment period measured now in arbitrary time 
units, say months. The characteristic equation is: 

(1 - a - c) + c = 0 (10b) 

whose solution is obviously 



If a + c > 1 and a < 1, the absolute value of each of the roots 
will be greater than 1, but will decline toward unity as a + c increases, 
a form of behavior characteristic of the minor roots. Equation (10b) 
has one less root than equation (7). The root that has been lost is 

1. In particular we may choose Z(,t — 1) » 1 and Z{t — i) « 0 for i > 1 
and no Ki will vanish so long as there are no multiple roots. 
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the dominant root of equation (7) which has become infinite; thus 
neglect of the income period loses the domiuant root from si^t. 

The Oenercd Linear Case. 

The generality of equation (5) is limited by the assumption that 
there is a single income-period and that investment operates evenly 
over the investment period. The general linear case of determina- 
tion of the level of income by expenditure dependent on previous 
income, and by investment dependent on changes in income is: 

= + S ~ (11) 

»-i .=1 

where the time-unit is some specified period — say one month. The 
conditions required for a dominant component yielding steady growth 
are quite complicated in this case, but certain general conclusions 
carry over from equation (5). The general principles that if steady 
growth is possible the dominant rate will be very large unless a is 
very close to unity, and that moderate steady growth can then be 
stabilized by a moderate steady price rise, still hold. 

In this connection a must be defined as the ultimate Tnfl.r grinftl 
propensity to consume, or the sum of the o,’s in (11). Also, if (11) 
yields steady growth the domiuant rate will be reduced for a given a 
if the later expenditures are increased at the expense of the earlier 
ones. This corresponds to a lengthening of the average income 
period, or a reduction of the income-velocity. But as in the earlier 
cases, for a not close to unity it is not possible by lengthening the 
average income period to reduce the dominant rate of steady growth 
down to a moderate rate, but before that happens (11) will yield a 
cyclical dominant component rather than one of steady growth. 

The relation of (11) to (5) can perhaps best be shown by defining 
a weighted marginal propensity to consume, and a weighted average 
current accelerator for given growth factor r as: 

_ p ffl. _ " ./ « 

o= S c = S c<r”y Sr"'* 

*“1 r iml I iml 

If r is the dominant root of the characteristic equation of (11) the 
equation: 

7( = a Fj .1 -t- ^ (7 Yi^i) (11a) 

will have the same dominant component as equation (11). If that 
dominant component is to yield steady growth, then a and c and n 
must fulfill conditions (I) and (II). Thus many of the conclusions 
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of the earlier cases carry over. In particular unless a is very close 
to unity, steady growth will be possible only at a very rapid rate. 
In any case the growth factor, if steady growth is possible, must be 
greater than no per period of (n + 1) time-units. 

Or we might have considered an ultimate marginal propensity 
to consume and average current accelerator independent of a partic- 
ular weight: 

p 1 n 

a = 2) Gi and c = — S c,* 

1=1 w i=l 

Then we can redefine the time unit and the investment period (n) 
to be a weighted average of the lag of consumption behind income 
and of investment behind changes of income respectively. The 
weights depend in a particular way on r, the dominant root of the 
characteristic equation of (11), so that the relationship: 

will have the same dominant component as does (11). Therefore, 
if (11) is to have a principal component which grows steadily, 
a, c, and n must satisfy conditions (I) and (II). The principal con- 
clusions are accordingly valid for the most general linear case. Since 
non-linear cases can, of course, be approximated over limited ranges 
of variation by linear relationships, our conclusions are quite general. 
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I 

In time of war, central banking, like so many other things, is 
pushed aside or at least loses all its virtue. Under the impulse of 
war finance, the technique of the central bank is manipulated so as 
to conform to events rather than used to control them. Central 
bankers become the slaves of deficit finance. But the war has now 
been over for three years and government deficits have more or less 
disappeared, both in the United States and the United Kingdom, 
and in many other countries as well. Central banking has at last 
reared its head once more, though in a world much changed by the 
fashion of full employment policies and the wide extension of govern- 
ment economic activity. In the new atmosphere there is inevitably 
an inclination to deprecate the usefulness of traditional central bank- 
ing. But the progress of post-war inflation has led to some question- 
ing both in the United States and in Britain: has the reaction against 
the traditional financial weapons for fighting inflation perhaps gone 
too far? Is there after all some useful part for the central bankers 
to play? 

A reconsideration of the fundamental nature of central banking 
therefore seems timely. I do not attempt in this paper to answer 
all the contemporary questions about the control of inflation. What 
I am going to do is to review the development of central banking 
during the last two decades, drawing attention to the swing away 
from the traditional ^^quantitative controls’’ and towards ^^selective 
credit policies”; to put this change of emphasis against the wider 
setting of the earlier history of central banking; and to consider what, 
in the light of all this, can be said about the future. 

II 

The inter-war period can perhaps be called the heyday of central 
banking. It was certainly the period in which central banking was 
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most widely talked about; and (since the theory is important) it is 
worth recalling the terms in which authorities did then talk about the 
functions of central banks. It is unnecessary to burden the reader 
with numerous quotations: I think I can portray the position briefly 
in very general terms. The Macmillan Committee spoke of a central 
bank as being “called upon to keep the financial structure upon an 
even keel,” and went on to explain that it must have power to control 
the expansion and contraction of credit, and to emphasize the para- 
mount importance of open market operations and rediscounting at 
interest rates fixed by the central bank. This authoritative analysis 
fairly represented informed opinion in the United Kingdom, and I 
venture to say in the United States as well. That is to say, we 
thought in those days of bank rate and open market operations — 
the control of the quantity and of the price of credit — as the basic 
work of a central bank. 

Before discussing a certain swing of opinion away from the 
confidence and simplicity of this earlier view, I want to take note 
of the ways in which the last twenty years have seen the full develop- 
ment — I think I may say the perfecting — of the technique of 
control over the quantity and price of credit, at any rate in the United 
States and in the United Kingdom. 

In the United States, the banking crisis of 1933 revealed great 
weaknesses in the system: notably (for our present purpose), the 
power of the Federal Reserve System to pump cash into the com- 
mercial banks did not prove equal to the task. In legislation since 
then (particularly the post-crisis legislation of 1933 and 1935), the 
Federal Reserve System has been empowered to take up and hold 
much more freely government paper; and a second war has called 
into existence a greatly increased volume of such paper. The Federal 
Reser\’’e System has also been empowered to enlarge indefinitely (if 
need be) the previously narrow limits of paper eligible as collateral 
for advances by Reserve Banks to member banks. The constitution 
of the System itself has been changed, power being now more clearly 
concentrated in the central Board of Governors, so that there is now 
more chance of the quick decisive action which a crisis necessitates. 
A most important innovation is the grant of power to alter the cash 
reserve ratios which are the link between Reserve Bank cash and the 
total supply of commercial bank deposits. The theorists of the 
twenties had seen in these cash ratios a foundation of central bank 
control of member banks: the legislators of the thirties greatly 
increased central bank powers by the grant of this new weapon, 
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whereby the central bank might by a stroke of the pen virtually 
halve or double the monetary base. 

The stark reality of this new power did frighten some people, 
and the suspicion that it was too blunt and heavy an instrument for 
the delicate business of financial control was perhaps heightened by 
the early use of it in efforts to deal with the excess reserves problem 
of 1936-38. This criticism is warranted only against sweeping changes 
in the legal cash ratios — raising by large and round percentages 
such as 50 or 100. But there is no reason why the percentage changes 
should not be in nicely-calculated fractions, which would be precisely 
equivalent in their quantitive effect to open-market operations which 
no one would think inappropriate. Indeed, the alteration of reserve 
ratios has some advantage over the open-market operation, in that 
the impact effect on particular banks can be precisely foreseen, 
whereas the impact of open-market operations is a matter of guess- 
work, especially in a unit banking system of the American type. 

The Governors of the Federal Reserve System are not satisfied 
by the great extension of their power over the total supply of money, 
and among the new powers they have been persistently seeking from 
Congress are two directly concerned with this traditional aspect of 
a central bank’s main work. They have been seeking a freer hand 
in the alteration of cash reserve ratios, and the power to prescribe 
minimum ratios of short-term government paper to be held by the 
commercial banks. Although the latter proposal found its origin in 
the particular shape of post-war bank statistics, it is fundamentally 
to be ascribed to the desire to secure complete control over the 
quantity and price of credit. 

In the United Kingdom also, there has been, over a rather 
longer period, a perfecting of the power of the central bank to control 
the quantity and price of credit. The major advance of the century 
resulted from the enlargement, in the first war, of the supply of 
Treasury Bills — the ideal security for open market operations. 
This by-product of government war finance provided a solution for 
the pre-1914 problem of market control; and from 1919 onwards the 
Bank of England was always able to make itself felt rapidly and 
easily. During the thirties the authorities, coping with the large 
movements of foreign funds, became a great deal more agile in their 
open market operations, and this agility, combined with the prestige 
of the Bank of England under Montagu Norman, had produced an 
atmosphere in which ready co-operation of the market was the natural 
corollaiy of acknowledgement of the Bank’s leadership. In these 
circumstances it became unnecessary for the Bank ever to 'fforce 
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the market into the Bank” — i.e., to make the ofiScial bank rate an 
effective dealing rate, and we were soon able to drop out of the habit 
of learning at Thursday lunch-time what had happened to bank rate. 
The intervention of the “special buyer” in the market ceased to be 
a subject for extraordinary comment: the contact betweai the Bank 
of England’s operator and the bill-brokers became virtually an 
everyday affair. Indeed, before the end of the thirties direct discount- 
ing contacts between the joint-stock banks and the Bank of England 
had reappeared — in breach of an eighty-year-old tradition. 

Despite this advance to a smooth and confident technique of 
Bank of England control, there still remained in the English system 
a certain element of play which was a potential source of embarrass- 
ment for the authorities. This was the slight flexibility of the com- 
mercial banks’ cash ratios, which were fixed only by convention. 
They had been known (in the latter twenties) to vary significantly, 
quite openly; still more, they could and did vary substantially 
behind the facade of window-dressing. The Macmillan Committee 
had pilloried this practice as far back as 1931, but it went gaily on 
for another fifteen years. Smce 1945 the authorities have found ways 
of dealing with this element of slack in the link between the central 
bank and the commercial banks. In the first place, central control 
was increased by the retention, after the disappearance of war 
conditions, of the Treasury Deposit Receipt. As long as the T.D.E. 
could be used as cash in subscribing to new government bond issues, 
it was virtually the same as cash to the commercial bank; but when 
wartime bond issues ceased, T.D.R.’s lost their original liquidity 
and (since their amount is dictated by the authorities) became yet 
another means for absorbing or releasing cash to the reserves of 
the commercial banks. More fundamentally, the authorities took 
early advantage of the latent power of the Bank of England Act of 
1946 to stop window-dressing and virtually fix the cash ratio at 
eight per cent. The total effect of these changes of recent years 
is thus to tidy up and tighten the control of the Bank of England 
over the quantity and price of bank credit, a control already sub- 
stantially achieved by the technical developments of previous 
decades. 

Ill 

The latest decades have thus seen a consolidation of the power 
of the world’s greatest central banks — of their power, that is to 
say, to control their respective monetary S 3 ^tems. To what ^d 
have they directed their exercise of this power? It has certainly 
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not been the control of bank advances to business. Here I think 
we can see that there has been a tacit acknowledgement that the 
amount of ordinary bank advances to industry and trade is a rela- 
tively passive element in the economic conjuncture; and accordingly 
the central banks have always endeavored to allow the commercial 
banks to meet in full the “legitimate requirements” of industry and 
trade for temporary financial accommodation. In the face of the 
tendency of business to become less dependent on such accommoda- 
tion (a tendency I have elsewhere called the secular decline in the 
demand for bank advances), and the central banks’ willingness that 
these demands should all be met, the commercial banks have been 
in a constant position of wanting to expand their business loans 
beyond the limits apparently set by the demand: their “advances 
ratios” have been consistently lower than the banks would like to 
see them. The Kesmesian “fringe of unsatisfied borrowers” has 
been absent.^ The central banks have not put any pressure on the 
total of bank advances since 1929; and on that occasion attempts 
were made to confine the pressure to particular sections of the 
demand. 

This attitude towards short-term bank advances accords with 
the dominant monetary theories: it marks the ascendency of the 
notion that variations in long-term capital investment, rather than 
in working capital, give the impulse to general economic fluctuations. 
While, therefore, the central banks have ceased to concern them- 
selves with the amount of bank advances, they have directed their 
attention very actively to influencing long-term interest rates.* 

In this pursuit of interest-rate policy there is a contrast to note 
between the experiences of the United States and Britain. In the 
United States the Federal Reserve System has exercised a more 
direct and much more successful control over long-term interest 
rates than has the Bank of England. The contrast in results derives 
partly from the fact that the Federal Reserve System does, whereas 


* 1 . * i ^ ^ “0 unsatisfied borrowers, but 

that those i^tisfied have been below the standard required by the hnnW a 
^andard which would not be lowered in response to an increase in the cash basis. 
I understod the Keyn^ian fringe of rmsatisfied borrowers to exist only if an 
mcrease in the cash basis would make the banks more willing to meet present 
demand for bank loans. 

2. I should add that the Federal Reserve System has recently shown some 
^rturbation at the difficulty, it would encounter in forcing on the finTnTnarniai 
banks greats caution m granting business loans: hence the desire for additional 
powera over the asset distribution of commercial banka. The System’s concern 
r^SklS^i ^ abandoned all idea of direct quaZtitativeZted 
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the Bank of England does not, throw its weight directly and con- 
stantly into the long-term market as well as into the short. While 
the Bank of England effectively stabilizes the short-term rate by 
standing always ready to enter the market on either side, at the 
fixed interest rates, the Federal Reserve System has stabilized a 
whole ‘‘pattern of rates,’^ short-, medium- and long-term, by stand- 
ing ready to enter any section of the market in protection of the 
fixed rates. In both cases the relevant interest rates have been 
maintained by willingness to meet the public demand for money 
at the various rates of interest: the quantity of money has in this 
sense been fixed by the public (including the commercial banks) 
because the central banks have desired to fix the prices of money 
(the rates at which money exchanges against less liquid assets). 
In England, it is only the exchange relationship between money 
and short paper that has been fixed, because the central bank has 
dealt (consistently) only in short paper; whereas in the United 
States the central bank has been willing to vary also (to an amount 
sufficient to meet variations in outside demand) its holdings of 
longer government paper — and has therefore been able to fix the 
relationship between short and long government paper. 

In this bolder activity the American authorities have run into 
some embarrassment because the outside valuation of long paper 
in terms of short has varied substantially. The “pattern of rates'' 
chosen for freezing at the beginning of the second war was an 
abnormal pattern. It derived from the abnormalities of the post- 
crisis thirties, when a cheap-money policy was being pursued while 
long-term investment was checked by extreme uncertainties. In 
these conditions, short-term rates were below long-term rates to an 
altogether abnormal extent. Such an abnormal gap can persist 
only as long as people think that interest rates may rise. As long 
as the war emergency lasted, people could suppose the fixed pattern 
of rates to be a wartime phenomenon; and the suspicion that the 
outbreak of peace might be followed by higher rates sufficed to 
sustain a preference for short-term commitments — a preference 
measured by the abnormal margin between short and long rates. 
But when the war emergency passed, and the fixed pattern was 
still held, the supposition that it might be a merely wartime phe- 
nomenon gave place to the suspicion that the low rates on long-term 
bonds had come to stay. As soon as the market became confident 
that the Federal Reserve System would continue indefinitely to 
maintain the price of bonds (i.e., keep long rates down), long-term 
bonds became as good as shorts, indeed almost as good as money; 
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and the commercial banks (the principal outside operators in both 
shorts and longs) showed a disposition to unload shorts onto the 
Reserve Banks and to enlarge correspondingly their holdings of the 
more profitable longs. The market phenomenon evidencing the 
change of disposition was the tendency for prices of long paper to 
rise while the prices of shorts remained underpinned by Reserve 
Bank policy. A colossal mass of paper might have changed hands 
had the System attempted to hold the “pattern,” and it had in 
effect either to acquiesce in the higher bond prices (lower long rates) 
or to raise short rates, in order to narrow the spread between them, 
in reflection of the outside rising confidence in the continuance of 
cheap money. The latter alternative — a slight rise in short rates 
— was chosen in 1947, and this, combined with a good deal of talk 
about the possibility of dearer money (shaking outside confidence 
in the level of bond prices, which the System would not underpin) 
sufficed to bring the pattern of rates and the market’s preference 
for shorts against longs, once more into line with each other. 

This kind of problem — sometimes referred to as the problem 
of monetization of the national debt — is one which has to be faced 
only by a monetary authority which is in a very strong technical 
position for operating directly on the long-term market. The Federal 
Reserve System has been in such a position, partly because its 
resources are large relatively to the total United States national 
debt. The Bank of En^and has not attempted to put itself in such 
a position, although, with the buttressing of the “Public Depart- 
ments,” it has sometimes come rather near to it. To say that “it 
has not attempted to put itself in such a position” perhaps implies 
that it could have done so had it tried. This is not quite the case: 
the relative size of the British national debt is so much greater, that 
the attempt by the Bank of En^and would, I suspect, have involved 
such a colossal actual (not merely potential) creation of money as 
dangerously to shake public confidence in the system. 

This opinion is of course colored by the circumstances of the 
ill-starred British ultra-cheap money ^ve of 1946-47. In the 
nineteen-thirties the authorities had, by operating in the short 
market and by shrewd conversion operations, succeeded in driving 
the long-term rate down to the region of three per cent; and this rate 
was (with the aid of further propaganda, ample supplies of money, 
and physical controls) comfortably held throughout the war. Then 
in 1946-47 the authorities, by causing the rapid creation of bank 
deposits, by manipulating the security holdings of certain “Depart- 
ments,” and by propaganda in which the then Chancellor of the 
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Exchequer played a prominent part, forced the long-term rate down 
momentarily to about two and one-half per cent. The attempt to 
hold the rate at this low level failed fundamentally because the 
market was convinced that, in the light of the basic economic forces 
of high demand for capital investment and scarcity of resources, 
two and one-half per cent was an unnaturally low rate. 

It is of course obvious that, in the prevailing economic circum- 
stances, even three per cent was an unnaturally low rate, defended 
only by the stringent physical controls of capital investment. But 
three per cent had, after all, been held for years; and it was the 
attempt, the patently juggling attempt, to press it down yet further, 
flying in the face of basic conditions, that the market found so diflBl- 
cult to swallow. The distrust felt by the weighty investing institu- 
tions and by the operators (the two parties most influential in formu- 
lating the market demand schedule for government securities) was 
perhaps heightened by the tone of the propaganda speeches of the 
then Chancellor. At any rate, the demand curve for money (in 
exchange for fixed interest securities) proved both flat and unstable. 
The amount of new money pumped into the market (£900 million 
of bank deposits — a twenty per cent increase — in twelve months) 
was alarmingly high. The authorities then very properly got cold 
feet. Given market sentiment, creation of bank deposits on an 
enormous scale (an actual, as opposed to the American potential, 
monetization of the national debt) would have been necessary for 
holding the two and one-half per cent line; and the only alternative 
was retreat. The argument for retreat found support in the belief 
that the actual pressure of inflationary spending was being increased 
by the capital gains realized by sellers of long-term bonds, the taxed 
yield of which had become insignificant as compared with the untaxed 
capital gains,® 

The authorities retreated and the yield on long-term government 
bonds slipped back to three per cent and even beyond. The scepti- 
cism of the market appears to have been fully justified, and this means 
that the authorities would have an even more difficult task on a 
future occasion. In 1946-47 the market could sometimes recall 1932 
and think that perhaps the Chancellor would win after all; next time 
it will be all too easy to quote the ill-starred attempt of 1946-47. 
Thus the authorities, far from having proved that the power to create 

3. The episode has been admirably discussed, with full factual analysisi 
by Mr. F. W. Paish in his article “Cheap Money*' in Economicat August, 1947* 
He brings out particularly the way in which the lack of faith in the marketi 
coupled with the technical conditions of taxed low dividends and untaxed capital 
gains, made the market extraordinarily unstable. 
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money in unfrightening quantities gives them power to enforce low 
and stable long-term rates of interest, have simply made the bond 
market peculiarly unstable — a happy hunting ground of speculators 
instead of the safe resort of ^'widows and orphans’^ and conservative 
investment institutions. Britain has had (and still has) cheap money ; 
but it is a long way from having the “stable bond market” that has 
been successfully established by the Federal Reserve authorities. 

The contrast between American success and British failure to 
achieve a fine degree of stability in the bond market has, I have 
suggested, been due basically to certain differences in technical con- 
ditions. The discredit into which the “ballyhoo” methods of an 
ex-Chancellor of the Exchequer have fallen is perhaps at the moment 
tending to exaggerate the limitations on the power of the monetary 
authorities; and perhaps thought should be given to the more tech- 
nical causes of instability. After the experience of the last two years, 
greater stability in the bond market might be a more useful achieve- 
ment than ultra-cheap money. No doubt the question is receiving 
attention in responsible quarters of the City of London. For what 
it is worth, I throw out the suggestion that something could be done 
by active co-operation between some of the greatinstitutional buyers 
of gilt-edged securities — the banks, insurance companies, and invest- 
ment trusts. These institutions have a strong interest in bond market 
stability, and their combined resources must be very large in relation 
to the turnover of the market. It is sometimes remarked that very 
few transactions are going through at times when prices are moving 
sharply; at such times concerted intervention (which would not 
necessarily have authoritative inspiration) by the big institutional 
investors could probably hold the line with ease. Having such notions 
as’these in my head, I do not think the last word has been said about 
stabilization of long-term interest rates. In any event it is easy to 
exaggerate the British failure; it is only by contrast with the fine 
degree of control attained by the Federal Reserve System that the 
British case looks so hopeless. Taking a broad view, we can still 
say that both in Britain and in America traditional central banking 
has given way to the maintenance of conditions in which bond mar- 
kets are held stable at low interest rates while there is always an 
adequate supply of banking funds available to meet the short-term 
credit requirements of business. 


IV 

The stable bond market policy — the policy of maintaining 
interest rates at a steady low level — grew naturally in the thirties 
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out of the cheap money policy, the development reflecting a change 
of emphasis in contemporary monetary theory. When the slump of 
1929-32 came, low interest rates were considered by theorists an 
important stimulus to the capital investment whose revival should 
pull the economy out of the slump. Its widespread adoption was 
hindered by the development of the liquidity crisis in 1931; but in 
Britain at least the cheap money policy secured governmental support 
because it implied a fall in the cost of servicing the national debt. 
Thereafter, very low interest rates were held for some years, but 
revival seemed painfully slow to materialize; and when it did come, 
it had a lop-sided appearance.^ This experience of the limited efficacy 
of the cheap money policy no doubt helped to give force to the swing 
of theoretical opinion evident in the change of tone between Keyneses 
Treatise bn Money (1930) and his General Theory (1936), and in the 
rise of the ^'stagnation thesis” in the United States. Direct enquiries 
into the reactions of business men to changes in the interest rate 
increased scepticism,® and faith in interest rate policy as a quick- 
working weapon declined. It became fashionable to stress the dis- 
turbing, rather than the curative, effects of rapid changes in interest 
rates, and to say that interest rates should be kept at a steady low 
level. Hence the acceptability of the "stable bond market policy” 
for peace as well as war. 

If this line of thought were carried to its logical conclusion, 
central banks would become merely passive agents creating whatever 
cash basis was required to allow the continuance of the stable pattern 
of interest rates. As with the Issue Department as conceived by 
the Currency School of a century ago, the business of monetary 
control would be reduced to rule of thumb. But the central bankers, 
at least in the United States, have shown no disposition to retire 
thus easily from the fray; the decline in the importance of quantita- 
tive control has been paralleled by a rise (perhaps I should say, a 
revival) of the notion of qualitative control or selective control of 
credit. The basic argument for a selective credit policy is that while 
a low stable interest rate provides a favorable working background 
for capital development, the economy is still liable to run off the 

4. Theoretically, iaterest rates should have their greatest effect on the 
demand for capital goods with the longest lives and to which the least uncertainty 
is attached. Dwelling houses meet these conditions while, especially when the 
industrial outlook is abnormally obscure, industrial equipment does not meet 
them. It is therefore not surprising that the British revival in the thirties cen- 
tered largely around a housing boom, although there were of course other factors 
peculiarly favorable to such a development. 

5. See for example, my article, “Business Men and the Terms of Borrowing/* 
Oxford Economic Payers, May 1940. 
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rails more easily in some directions than in others, and that the 
central bank should use financial controls to check the unhealthy 
developments in these particular directions. 

As a vague idea, selective credit control has a long history in 
every country where monetary thought has any history at all. But 
in the United States it has gained in weight from certain episodes, 
most of all perhaps from the boom of 1927-29. Two prominent 
features of that boom were the unhealthy extremity of the stock mar- 
ket speculation and the boom in durable consumption goods, the 
latter fostered by the support given by installment credit to the 
purchasers of the new durable consumption goods. The Wall Street 
boom was the more glaring of these two evils, and it had been a 
thorn in the side of the central bankers even while the boom lasted — 
owing to the prevalent notion that Wall Street was drawing credit 
away from its proper uses in legitimate industry and trade. 

The Securities Exchange Act of 1934, because of these views, 
took a prominent place in the post-crisis legislation in the United 
States. It was easy, after the 1929 heart-burnings and the crisis 
heat, to pass legislation of this kind; but after more than a decade, 
the Federal Reserve System is stiU freely using the regulation of 
trading margins, and regards this as an important weapon in its 
armory. This is due to the more lasting swing of opinion away from 
a simple quantitative control of credit. The same may be said of the 
reiterated desire of the System for permanent powers, on the lines 
of the wartime emergency power, to regulate installment credit.® 
Governor Eccles and others have argued, with some force, that the 
variations in consumer credit are sizable in relation to total variations 
lin national income, and that they finance a peculiarly unstable part 
^f consximers' expenditure. There have also been suggestions of the 
desirability of regulating house-purchase finance, although central 
bank action in this field could hardly be necessary where government 
subsidies were important and could be varied as a part of a general 
employment policy. 

These developments are indications of a swing in favor of selec- 
tive credit policy as a supplement to the policy of low but stable 
interest rates. But if we are to have such regulations, why, it may 
be asked, should the work be put into the hands of the central banks? 
To be effective and equitable, any such regulatory functions must 
cover numerous corporations and individuals quite outside the bank- 
ing systems of the country. This has been recognized in the United 
States both in the Securities Exchange Act and in the regulation of 

6. In the Special Session of 1948, Congress revived the Federal Reserve 
System's power to control consumer credit. 
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installment credit. Here choice of the central bank as the regulating 
body may have been due to the convenience of using an existing body 
under whose peculiar constitution there is contact with business in 
every part of the country. But there is also, I think, a more logical 
basis for looking to the central banlc for this work. The more I think 
about central banking, the more strongly I realize the cardinal 
importance of the work of diagnosis. Discretion is of the very essence 
of central banldng, and if there is to be discretion there must be the 
utmost care in diagnosis. Now the diagnosis that should be the 
background of these new controls is diagnosis that the central bank 
should be making for its other operations also. Moreover, the knowl- 
edge that the central bank can gain from direct operation of these 
new controls is itself useful for enabling the central bank to build up 
the total picture of the economy which is essential for its general 
purposes. It seems to me entirely right, therefore, that these new 
controls, although they run far beyond the business of mere bankers, 
should be operated by the central banks. The fact that the central 
bank may itself be more or less directly controlled by the Treasury 
is irrelevant for this purpose; for the central bank is the body with 
the immediate contacts, with its finger all the time on the pulse of 
the body economic. 

V 

What I have discussed in the last few paragraphs can perhaps 
be summarized in this way: The development of qualitative controls 
is in a sense the logical result of the adoption of a stable bond market 
policy. The old idea was to govern the pace of the economy by 
raising or lowering interest rates. Bitter experience has taught us 
that the interest rate, far from being the “delicate and beautiful 
instrument’^ it was once called, is a blunt instrument: it works too 
slowly in encouraging or discouraging in the right directions, and has 
its quick effects rather in the wrong directions. So we have moved 
towards the idea that the interest rate should be held pretty stable, 
and on the low side. And if this is done, it follows that the desired 
changes in activity must be encouraged, and the undesired changes 
discouraged, by other weapons. For instance, to discourage a par- 
ticular boom we must tighten up on consumer credit, or on lending 
for the stock market, or whatever else is peculiarly appropriate to 
the particular conjuncture; meanwhile holding interest rates more 
or less unchanged. 

That is, I believe, a fair enough short statement of the change 
of central banking ideas during the last generation. But now I want 
to go further back, and try to put this latest phase into its proper 
perspective in the light of the earlier development of central banking, 
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in the hope that to do so will stimulate central banking thought along 
fruitful lines. 

The earlier history of central banking is of course almost entirely 
the history of central banking in England. On this subject much 
has been written: besides the distinguished official history by Clap- 
ham, there have been the valuable outside studies by Hawtrey, King, 
Morgan, Wood, Richards and others. This is no place for rewriting 
their work. I must confine myself to a very general comment. In 
so far as they were concerned with the history of central banking as 
such, they were looking at it through the eyes of the inter-war period, 
and consequently were concerned with the development of the 
Bank's control of the supply and price of credit — the development, 
in short, of the bank rate technique. Part of the difficulty of writing 
this history^ is that in the nineteenth century central banking develop- 
ment was an empirical, almost unconscious, process, and rationaliza- 
tion of completed processes is easier than exhaustive analysis of 
policy when it is still in process of formation. In the face of the 
inevitable obscurity, it is perhaps rash to venture further interpreta- 
tion than has been given at length in the works of the authors I have 
named. But, being rash, I venture to suggest that what was happen- 
ing was (1) that in the middle decades of the nineteenth century one 
of the most important sensitive quantities in the English economy 
was mercantile credit; (2) that, as the centuiy wore on, the volume 
of English long-term foreign lending became an even more important 
sensitive quantity, influencing the whole world economy; and (3) 
that these two critical quantities were found by experience to be 
peculiarly sensitive to the Bank of England bank rate technique. 
The course of the trade cycle in England depended a great deal in 
the earlier period, on what was happening to mercantile credit; then 
later, on the course of English foreign lending at long term. Indeed, 
in the latter part of the century, it was by controlling, through its 
bank rate technique, the timing of England's foreign lending, that 
the Bank of England was able to force the burden of adjustment 
onto the borrowing countries, and so to maintain an international 
gold standard with little bother for England itself. 

If this is a fair comment on the earlier phase of central banking, 
it means that the Bank of England discovered that its power lay in 
touching the economy at particularly sensitive spots. In the light 
of this, the recent swing away from ''traditional central banking'^ 
does not appear as such a complete break from the past. With the 
changing structure of the economic system the sensitive points have 

7. A difiaculty of which I myself was acutely conscious when, in my Bank 
of England OperaiionSj 1890—1914j I tried to make a contribution. 
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changed: first there was mercantfle credit, then foreign lending, and 
now perhaps stock exchange speculation or consumer credit. If this 
is so, it is entirely in keeping with the basic tradition that the central 
bankers should seek out these newly-important sensitive spots and 
find weapons by which they can be touched. The central bank 
should be quick to adapt itself to changes in the economy, and should 
be ready to use any device it can find to control the behavior of the 
financial system in the interest of the ^^employment policy^' adopted 
by the government. 

The Macmillan Committee was thus entirely right to open its 
remarks on the functions of a central bank with a phrase about 
keeping the financial structure on an even keel. What has perhaps 
been less far-sighted has been the definition of central banking in 
terms of the bank rate and open market operations, both of which 
just happened to be enormously important through a long formative 
phase. The dangers in thinking of central banking in the narrower 
terms of bank rate technique, instead of in the broader terms of 
squeezing the financial structure at sensitive critical points, were 
seen in the inter-war period, when the crystallization of central 
banking thought led to numerous attempts to transplant ‘ 'traditional” 
central banking into entirely unsuitable environments. The mistake 
was not in thinking that the establishment of central banks was 
desirable, but in thinking that the critical points in diverse economies 
would always be sensitive to a bank rate technique of the traditional 
English kind. 


VI 

The moral of all this can be put very shortly. It is that the 
cardinal virtue of the central banker is not conservatism in technique, 
but rather a disposition to discover novelties and to be versatile in 
technique. We are gradually learning that while the dictator can 
use the big stick, and laissez faire can rely on the high price, economic 
planning in a truly democratic society means pressing into service 
every conceivable device — persuading, cajoling, inciting people, 
edging the economy now a little in this direction, now a shade in that. 
If central banks are to play their full part in this process, our central 
bankers must not be content to stick to the traditional technique. 
They must sharpen their insight into the working of the economy, 
so as to see not only where we stand in the trade cycle but also where 
are the critical sensitive points in the financial system; and they 
must be quick to adapt their methods to suit the changing economic 
structure. In two words, they must be percipient and they must be 


versatile. 


R. S, Sayers. 
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THE BRITISH PAYMENTS 
AND EXCHANGE CONTROL SYSTEM 

SUMMARY 

I. Bretton Woods and convertibility, 212. — II. The Exchange Control 
Act of 1947, 214. — III. Sterling balances, 216. — IV. Sterling area agreements, 
218. — V. The American Account, Transferable Account and Bilateral areas; 
and their relative importance, 222. — VI. Payments agreements with the Trans- 
ferable Account area, 226. — VII. And with the Bilateral area, 230. — VIII. 
“Administrative Transferability,” 233. — IX. The intra-European payments 
agreement and American aid, 234. 

The British exchange control system, built up during the war, 
is now governed by the permanent Exchange Control Act of 1947, 
by Treasury Orders made under it, and by various payments agree- 
ments between Britain and other countries which form negotiated 
counterparts of the domestic legislation. Similar legislation is in 
force elsewhere in the sterling area. It is the purpose of this article 
to give a general analysis and assessment of the Act, orders, and agree- 
ments (including the European co-operation agreements) as the sys- 
tem had evolved to its position at the beginning of 1949, and to cover 
relevant aspects of Britain's exchange position. 

I 

The Act, composed mainly of exchange prohibitions and obliga- 
tions, makes general statutory exceptions in favor of the sterling 
area (technically called “the scheduled territories’^ ^iid confers 
further wide powers of exception, general and specific, on the Treas- 
ury. Under it the British exchange resources are collected, conserved, 
and allocated in the interests of Britain and the area as a whole. 
The principle of exchange control was accepted more or less by all 
parties, but the Conservatives voted against its foimally unlimited 
duration.^ In most matters the Act followed war-time precedents. 

In framework it is consistent with British obligations under the 
Bretton Woods Agreement. For, with its sterling area provisions 
and Treasury exceptions to the statutory restrictions, it could easily 
be operated to give a Bretton Woods freedom to current transactions 
while imposing a Bretton Woods obstacle to undesirable capital 
movements. The protection of sterling by the Act against specula- 

1. The Act is 10 and 11 George 6, Ch. 14. For the main debate, see Hansard 
November 26, 1946, voting being 300 for and 126 against. The Act came into 
force on October, 1, 1947 when it replaced war-time controls. 
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tive attack gives sterling greater stability and hence aids world trade, 
itself a Bretton Woods objective. Moreover, under that agreement, 
Britain has the right to impose restrictions on current transactions 
until 1952.2 Britain has a natural long-term interest in multi- 
lateral trade and in multilateral use of sterling, ^ the controls would 
be most liberally administered with full Bretton Woods freedom for 
current transactions after the transition. This is done now in respect 
to the so-called '^transferable account^^ area.^ But despite that long- 
term interest in current transactions, British capital movements 
overseas will need to be controlled in tibe national interest for many 
a year, and for this alone the Act is necessary.® 

Under the American Loan Agreement of 1946,® however, Britain 
agreed with the United States not to impose restrictions on pajunents 
and transfers for current transactions from July 1947 “unless in 
exceptional cases a later date is agreed upon after consultation.” 
Accordingly, arrangements had been made by July with a great 
many countries to this effect, and negotiations were in train with 
the remaining coxmtries. The general convertibility collapsed, how- 
ever, in August, and hurried consultation with the United States 
took place, ending with an exchange of letters which accepted, as “a 
temporary and emergency measure,” the suspension of general 
transferability.^ 

2. See Article XIV. AU signatories except the United States, Guatemala 
Mexico, Panama, and Salvador have availed themselves of this Article {IM.F 
Report for 1 947 ^ page 33). 

3. “It was not our aim to encourage bilateralism. Quite the contrary: 
we knew only too well that multilateralism was the only satisfactory basis for 
our trading. It was for that reason that we were intent on maintaining the 
largest possible area of multilateral trading on sterling.” (Chancellor of the 
Exchequer, Board of Trade Journal^ January 1, 1949, page 4. I shall refer to 
this Journal as BTJ,) For detailed analyses of British Trade supporting this, 
view, see articles by G.D.A. Macdougall in the Economic Journal for March 1946. 
and 1947. 

4. The sterling and transferable areas cover 46 per cent of the world’s 
population. 

6. In the second reading debate the Chancellor declared: “We cannot afford 
now or in the foreseeable future any large overseas lending.” (col. 1426.) On 
the other hand, aid from the United Kingdom to other countries since the war 
to the middle of 1948 amounted to £870 million of which £400 million was gift. 
(Hansard, November 30, 1948, col. 1816.) 

6. Cmd. 6968 of December 1945. 

7. The I.M.F. doubted the wisdom of the British attempt: 'The assumption 
of the obligation to permit the transfer of current sterling may add significantly 
to the burden of the deficit in the British balanc e of payments. There is therefore 
a danger that, if efforts to improve the United Kingdom’s international position 
and the general international payments situation are not effective, the assump- 
tion of this obligation may compel the imposition of even more severe restric- 
tions on imports and thus to some extent reduce the flow of world trade/’ {Report 
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As a concomitant, the various agreements arranged or in process 
had to be reviewed and revised. By the summer of 1948 much of 
this had been done, and although changes are still taking place, a 
new structure has been built up. Still more recent are the repercus- 
sions of the European Economic Cooperation plans and the intra- 
European pa 3 maents agreement. 

Thus the British exchange system, while remaining constant 
enough in the domestic sphere, has had a rapidly changing inter- 
national environment which would appear only now to be settling 
down. The need for flexibility still remains, and we must expect a 
varying content in payments agreements for some time to come. 
But it would appear that more or less stable principles have emerged 
on current transactions. 

II 

The formal structure of the Act and details of its prohibitions 
may now be taken up. The main purpose is to feed into the Treas- 
ury’s Exchange Equalization Account all available gold and foreign 
exchange and to regulate the outflow from that central fund. Since 
the Treasury’s powers of dispensation are very wide, virtually all 
the following account of the Act must be read with the proviso, 
^^except with Treasury permission,” at each point. That is, adminis- 
trative discretion can be used in given cases. 

All dealings in gold coin and gold bullion, and in foreign (non- 
sterling) currencies or bank credits are prohibited between members 
of the public, and must be transacted only between the public and 
authorized dealers or between the latter themselves. These dealers, 
mostly the banks, handle the bulk of the day-to-day business under 
delegated powers, act as a channel for the Exchange Equalization 
Account, and are accountable to the Bank of England and the Treas- 
ury for their actions. Mere possession as well as dealing is covered, 
and accordingly all gold coin and bullion, and all important (^'speci- 
fied”) foreign exchange must be surrendered to the authorized dealers 
on official terms. Travellers’ checks and similar documents are also 
regulated. The requirement to surrender applies to gold or currency 
in one’s ownership abroad. Moreover, debts and rights abroad in 
foreign currencies or in foreign-held sterling must be fully and 
promptly collected and enforced, with subsequent surrender of the 
appropriate proceeds. Equally, exports sanctioned under the Act 
must not be unduly delayed ; and all exports must be paid for normally 

/or 1947 , page 37.) For example, the adverse movement m the terms of trade 
atone cost Bntam some £250 million in 1947 and this was worsening in 1948. 
(Hansard, June 24, 1948, col. 1567.) 
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within six months and always at prices satisfactory to the national 
interest, with the foreign receipts surrendered. Delay or imder- 
valuation® are offenses. The currency in which exports are payable 
can be prescribed, and this, with the question of payment for imports, 
leads on to the payments agreements described below. 

Thus, all income received or receivable outside the sterling area 
is swept up fully and promptly into the central pool of the Exchange 
Account. The duty of surrender falls not merely on British subjects 
but on all persons in the United Kingdom or deemed resident in it 
though actually absent. In this way the official exchange rates are 
maintained and the central fund is fed. It is agreed on all sides that 
the mobilization of resources is complete and at official rates. No 
accusation can be levelled against Britain, as has been levelled 
against France, that its people have private hoards of gold or 
exchange, that there are black market deals, or that exports are 
undervalued. 

But unlike war-time measures, the Act does not confer power 
to requisition foreign securities. The cream had already been taken 
off in the war,® and further powers would be of little importance. 
Instead, the Act in effect blocks the transfer of securities except 
within the sterling area, and if transfer is permitted, the seller must 
surrender the capital proceeds or otherwise satisfy the Treasury as 
to a mere ^'swap.^^ Where the securities are on a British register, 
special duties fall on the registrar to comply with the Act. Where 
they are not on a British register, the certificates of title must be 
deposited with authorized depositaries, mostly the banks, who in 
turn are under special obligations. Other provisions cover substitu- 
tions, bearer securities, options, and emigrants' capital. A man can 
no longer do as he likes with his own but must submit his foreign 
property and income rights to the national need. The whereabouts 
and ownership of any capital are known, and its foreign realization 
becomes as much an in-payment to the Exchange Account as any 
other receipt. 

On outward payments the Act is simple, brief, and sweeping. 
Except with Treasury permission, no one can make any payment in 
the United Kingdom to or for the credit of any person resident out- 
side the sterling area directly or indirectly, and no one resident in 

8. Hence the British terms of trade are not distorted by undervaluation, 
as is commonly alleged with the French. 

9. British holdings of U.S. and Canadian dollar securities equal only $58 
million, including many not readily marketable. (Hansard November 4, 1947, 
col. 1537.) For the Argentine railways and other South American public utilities, 
see VII below. 
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the United Kingdom can make any payment outside the United 
Kingdom to or for the credit of any person resident outside the ster- 
ling area. Nor can anyone pay a person inside the sterling area for 
receipts or property outside that area. The majestic sweep of these 
clauses is broken by the mimdane and hard-bargaining proviso, 
“except with Treasury permission.” A prime duty of the Treasury, 
accordingly, is to come to terms with other sovereign states and make 
payments agreements arranging the actual mode of payment for 
imports and other British debts. The flow of imports is regulated 
not by the Exchange Control Act, but by the Export and Import 
Act. The two Acts are geared to one another and where an import 
license is granted, the exchange will also be granted. A complicated 
exchange structure has been built up on payments agreements, dealt 
with below. 

But outflows could occur in other ways. Hence the exportation 
of any of the following is also prohibited: British or other legal 
tender money, Treasury bills, postal orders, gold, non-sterling bills 
of exchange, certificates of title to securities, dividends and interest, 
life assurance policies, and documents certifying destruction, loss or 
cancellation of such documents, and valuables carried by a traveler. 
As the value of some of these arises from their import and use in 
Britain again, their importation is also forbidden as a further deter- 
rent to their exportation.^ Personal search and postal inspection are 
also authorized. 

The blocking of any transfer of capital securities has already 
been mentioned. In addition there can be no new issues for countries 
outside the sterling area of securities and coupons, bearer or other- 
wise, nor payment of capital moneys in any form, not even annuities, 
life policies, or trust settlements, except with permission. Special 
clauses cover the complicated cases and affairs of subsidiary com- 
panies registered abroad but wholly or partly British owned. 

Ill 

It will be seen that in general there is a sharp distinction between 
the sterling area and the rest of the world. Within the sterling area, 
private pa3nnents can be made freely for any purpose, current or 
capital, and sterling circulates quite freely or nearly so at will.® 
The sterling area, it may be pointed out, is the largest multilateral 

1 . Hence ‘'free market” dealings in, e.g. £ notes, are highly speculative and 
depend virtually on sTnnggling for their values as the amounts legally importable 
are very small. 

2, ‘*The sterling area may be defined as an area within which exchange 
control does not operate.” (Hansard, November 4, 1947, col. 1538.) 
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trading system in the world, even if the transferable account area is 
excluded. 

But before details are taken up, something must be said about 
^'accumulated sterling balances’'® — a euphemism for British short- 
term debts. 

Before the war, London as a great banking center naturally 
carried vast sums on overseas account. In the main these were, by 
the middle 1930’s, the working balances and monetary and banking 
reserves of the sterling hloc of that time, including its non-British 
members. A sterling area had grown up naturally during the nine- 
teenth century, unplanned and unrecognized as such, when the gold 
standard was perhaps more a sterling standard than an international 
one. The countries concerned naturally found in Britain their main 
market and source of supply and accordingly banked and kept 
most of their reserves there. In the breakdown of the 1930’s they 
found it more in their national interests to keep linked with sterling 
than to linlc afresh with any other currency, and they formed the 
changing sterling bloc of the period.^ 

By the outbreak of the war the more foreign members had with- 
drawn themselves and their main balances, and with the war the 
sterling area in its formal and legal sense emerged. The net external 
liabilities of London on short-term account were then nearly £500 
million, relating mainly to the new sterling area. But during the 
war Britain ran up extra short-term liabilities to the sterling area 
and elsewhere which by the end of 1946 amounted to £3,000 million, 
making a grand total of some £3,500 million. But considering cur- 
rent overseas price-levels, note issues and deposits, one might well 
guess the appropriate, necessary reserves and working balances in 
London to be three times the immediate pre-war figure, that is 
some £1,500 million. If so, some £2,000 million stands out as the 
accumulated sterling balances to be offset, repaid, funded, or even 
scaled down as war debt — processes envisaged in the American Loan 
Agreement of 1945. 

But no such general settlements have yet been negotiated,® and 
the balances remain blocked except for specially negotiated releases 
and offsets under various payments agreements, aU ad hoCy piecemeal 
and short-term. Apart from cash holdings, a large amount is held 

3. The Report of the Bank for InternMiorial Settlements for 1947 gives an excel- 
lent account of the origin and growth of these balances, (pp, 104-112.) 

4. See the League of Nations' International Currency Experience (1944), 
Chap. III. 

5. Australia and New Zealand have voluntarily surrendered £38 million 
to date. Their sterling holdings may be about £300 million today. 
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in the form of Treasury bills at one-halt per cent, though some short 
— and medium — term Government securities are held by, e.g. Colo- 
nial Currency Boards at varying higher rates. Total interest amounts 
to about £10 million a year.® 

These balances are mostly held inside the sterling area and, 
being blocked, are exceptions to the otherwise wide transferability 
of sterlii^ which is characteristic of the area. 

TV 

The scheduled territories which now make up the sterling area 
are fhe United Kingdom, Ireland, Australia, New Zealand, South 
Africa, Southern Rhodesia, India, Pakistan, Ceylon, Burma, British 
Colonies, Iceland and Irak. At various times in the recent past it 
also included Faroe Islands, Egypt, Sudan, Palestine and Trans- 
jordan.^ In various measure all members contribute to and draw 
from the central reserves of gold, dollars, and other exchange built 
up in the British Exchange Account referred to above, but exceptions 
are growing. The Colonies are under more or less direct control from 
London as to their disbursements and receipts.® The remaining 
countries listed are self-governing or otherwise autonomous states 
and, apart from mutual interest and understandings with London, 
they piusue their own course in the light of their own rights and 
interests.® Published agreements exist, however, with South Africa, 
India, Pakistan, Ceylon, Irak, and Burma. 

Under the South African agreement,^ South Africa took control 
of its own exchange receipts and disbursements, withdrew an older 
Tmderstandmg to sell its gold exports for sterling, granted a gold 
loan to Britain of £80 million at one half per cent repayable in three 
years, and arranged the control and scrutiny of capital movements 
from Britain “not required for any useful economic purpose in the 

6. Hansard, March 16, 1948, col. 1877, and July 20, 1948, ool. 231, 

7. Special care has to be taken, therefore, in comparing figures relating to 
the sterling area at different dates. Egypt and Sudan were excluded in July 
1947; Palestine and Transjordan, in February 1948; the Faroes, in November. 
I have kept consistently to the current definition. 

8. “In 1947 there was a modest (colonial) surplus with the Western Hemi- 
sphere but an overall deficit of not less than £100 million. In 1948 the overall 
deficit may disappear or at least be greatly diminished while the surplus with the 
Western Hemisphere should be substantially increased.” (Hansard, July 29, 1948, 
col. 146.) Hong Kong’s position, complicated by China, has certain peculiarities 
(Hansard, July 20, 1948, col. 24). 

9. [*The sterling area, like the Commonwealth which is largely co-extensive 
with it, is an association of free people and it has to work by mutual trust and 
co-operation, not by compulsion,” (Hansard, May 14, 1948, col. 2479). 

1. Cmd. 7230 of October 1947. 
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Union/' A small purchase program was also included. Thus, South 
Africa has partly taken itself out of the sterling area. The reference 
to capital movements suggests a “hot" money flow or capital flight 
to South Africa,^ and the whole agreement suggests some monetary 
or political strain within the area, possibly arising from Britain's 
greater desire for economy in dollars all around. In any event, South 
Africa's position has deteriorated, in the main from increased imports, 
decreasing capital flow, and worsening terms of trade; for gold at a 
flxed price dominates its exports. South Africa has now drawn, not 
on the central pool,® but on the I.M.F. for dollars, is said to be seek- 
ing an American dollar loan, and has had to cut the gold cover for 
its currency in order to free gold for export.-* 

The Indian and Pakistan agreements® illustrate the technique 
of settling and gradually releasing or offsetting accumulated sterling 
balances. They were agreed upon at £1,160 million for India as a 
whole. Under the main agreement, a “No. 1 Account" was to carry 
sterling currently earned and certain transfers from a“No. 2 Account" 
which carried the main blocked balances. Sterling in the first accoxmt 
was (ori^ally) made freely available for current purposes in any 
currency area and for any purpose in the sterling area. This accoimt 
was credited with £35 million transferred from the second (blocked) 
account and with a further £30 million transferred as a working 
balance. Further debits and credits between the accounts could 
also arise from militaiy and war matters and from pensions. The 
net capital movement between India and the rest of the area, as 
ascertained by the Reserve Bank and the Bank of England, was to 
be transferred from the blocked account to the current account if 
favorable to India, and vice versa if unfavorable. 

Following the partition of India, the independent governments 
of India and Pakistan came to a mutual agreement as to existing 
balances, and agreed that, from January 1, 1948, each country would 
retain its own foreign earnings® and be debited with its own foreign 

2. There had been a capital efflux of £35 million in the year ending June 
1947 (Hansard, November 4, 1947, col. 1536). See also the I.M.F's Financial 
News Survey (July 15, 1948 and November 23, 1948), which quotes unofficial 
estimates of £182 million in 1946-47 and almost £75 million in the first half of 
1948. I shall refer to the Survey as FNS. 

3. South Africa holds very little sterling, e.g. £11 million in 1946. {BJS. 
Report for 1947, page 106.) 

4. FNS, October 7, 1948 and November 11, 1948. 

5. Gmds. 7195 of August 1947, 7342 and 7343 of February 1948, 7472 and 
7479 of July 1948. The earlier agreements were for short periods, but the latest 
are for three years, subject to consultation if circumstances change radically. 

6. India’s bailee with the United States, which is traditionally favorable, 
now seems doubtful. (FNS, August 26, 1948.) 
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expenditure; and that each would negotiate separately with the Brit- 
ish Government as to further sterling releases. Accordingly, Britain 
transferred a further £18 million to Indians current account/ and 
India agreed not to draw on the central pool for more than £10 
million worth of certain hard currencies. Britain also transferred 
£6 million to Pakistan's current account, together with a further 
£10 million as a working balance. Pakistan agreed not to draw on 
its sterling by more than £3.3 million worth of the same hard cur- 
rencies. The latest agreements free £40 million a year for India 
from 1949 (hard currencies being £16 million) and up to £12 million 
for Pakistan from 1948 (hard currencies being £5 million). In 
addition, £100 million was written off the blocked balances against 
British military stores transferred, and £176.25 million for commuted 
pensions now taken over by Britain.® These last offsets amount to 
about a fifth of India's old sterling balances. 

The Ceylon agreement® recognizes that Ceylon is a net earner 
of dollars but is on balance a capital debtor to Britain. The sterling 
assets of Ceylon are to be ascertained, and various No. 1 and No. 2 
Accounts are set up. The first carry all currently earned sterling 
and certain transfers from the second (blocked) accounts amounting 
to £3.6 million, plus a working balance of some £4 million and certain 
accrued interests. Net capital movements between Ceylon and the 
sterling area are to be adjusted between the two kinds of account. 
Economic development is arranged for. Ceylon's net earnings of 
American and Canadian dollars, estimated at £5.3 million in 1948, 
will fall into the central pool. 

Three Irak agreements^ cover complicated arrangements also 
turning on No. 1 and No. 2. accounts. The first accounts carry all 
currently earned sterling and a series of transfers from the second 
(blocked) accounts. These cover £15 million to be transferred over 
five years, together with the equivalent of certain military stores 
and railway supplies, £2 million as a working balance, £5 million as 
a special provision, and various interest and other transfers. Net 
capital movements are to be debited or credited as the case may be. 
Originally, the sterling in the first accounts was freely available for 

7. This does not seem to have been fully used. (Cmd. 7472 and FNS, 
September 16, 1948.) 

8. See also Hansard, July 15, 1948, cols. 1404-1410. Britain has admitted 
a British war-debt of £55 million as. a counter claim. 

9. Cmd. 7422 of June 1948. 

1. Cmds. 7201 of August 1947, 7269 of November 1947, 7490 of June 1948. 
Irak at one time placed a partial ban on exports paid in sterling, but latterly its 
sterling holdings have fallen. [FNS, September 9, 1948 and December 23, 1948.) 
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current transactions in any currency area and for any purpose in the 
sterling area, but subsequent agreements limited non-sterling use to 
some £5.76 million worth of certain hard currencies in a year and 
later to £6,25 million worth for the second year. 

Apart from a small Burmese agreement^ granting £2 million in 
hard currencies in addition to Burma’s own earnings, these are the 
only published agreements within the sterling area. Ireland, how- 
ever, has certain dollar-drawing rights up to £14 million, plus her 
own dollar earnings.^ 

All told, the net changes in the sterling balances, including for 
convenience of reference the net changes in the non-sterling area, 
have been as follows:^ 


Net Changes in Steeling Balances (£ million) 



1946 

1947 

1948 (first half) 

Sterling area 

- 37 

- 147 

+ 116 

Non-sterling area 

+76 

+ 2 

- 142 


+ 39 

- 145 

- 26 


Figures for gross changes are not known despite a multiplicity of 
fragmentary data. It would seem, however, that gross releases and 
offsets under formal agreements with Argentina, Brazil, Ceylon, 
Egypt, India, Iraq, Pakistan, and Uruguay alone totalled £156.5 
million in 1947 and about £640 million in 1948.® 

Subject to the important and growing exceptions discussed above 
and to any informal arrangements inside the sterling area, the British 
Exchange Account ultimately deals with not merely British receipts 
and expenditure as regulated by the Exchange Control Act described 
above but also handles the net foreign receipts and disbursements 
arising elsewhere in the area. In addition, it received the original 
American and Canadian loans and the British drawings on the I.M.F., 
and it currently receives dollars under the Marshall Plan. Its 
reserves of gold and exchange, however, are not merely the United 
Kingdom’s: they are also the ultimate reserves of the whole sterling 
area. It is declared policy not to allow them to sink below £500 

2. Cmd. 7560 of October 1948. 

3. BIT/, November 22, 1947, page 2043 and BJ.S. Report far 194S, page 96. 
Ireland probably holds £200 million of sterling. 

4. See Cmd. 7620 on U.K, Balance of Payments 1946^8, page 6. The 
current definition of the sterling area is consistently applied. 

5. Hansard, July 5, 1948, col. 20; July 13, 1948, col. 1011; July 16, 1948, 
col. 1404-10; July 22, 1948, col. 66-67; January 20, 1949, coL 53. 
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million. Should they so sink, sterling area exports to the rest of the 
world would need to be further expanded or imports further curtailed. 

The changes in the reserves of gold and American and Canadian 
dollars are known. But they cannot be divided up accurately between 
the United Kingdom itself and the rest of the area. For example, 
the dollar expenditure of British oil companies is a United Kingdom 
charge although much of the output is sent to the rest of the area. 
Allocation is impossible in dealing with the loss of reserves to countries 
which convert only part of their sterling receipts into gold and dollars. 
Subject to these remarks, the net changes in the central pool of gold, 
American and Canadian dollars have been as follows:® 


Net Changes in Gold and Dollab Eesbevbs (£ million) 



1946 

1947 

1948 (first half) 

On United Kingdom account 

... - 342 

- 657 

- 186 

On remaining sterling area 

... 4- 45 

- 204 

- 19 

On entire sterling area 

... 4- 71 

- 163 

- 49 


-226 

-1024 

- 254 


Holdings of gold and dollars amounted to £457 million worth on 
December 31, 1948, to which some £90 million of E.R.P. reimburse- 
ments must be added. 


V 

For purposes of exchange control, the non-sterling world is 
divided into the followmg groups, each with its own characteristics.^ 
Payments agreements or other negotiated arrangements exist with 
the countries marked with an asterisk; for other countries, pay- 
ments are regulated by Treasury Order only. 

A fourth “miscellaneous” group comprises the remainder of the 
non-sterling world, e.g. Afghanistan, Arabia, and so on.® Trade with 
Germany has, of course, its own special regime agreed upon by the 
United States and Britain and operated through their Joint Export- 
Import agency.® 

6. Cmd. 7520 of September 1948 (United Kingdom Balance of Payments, 
1946-48), page 6. For the second half of 1948, the net change was — £169 million 
(Hansard January 27, 1949, col. 1123), bringing the total for the year up to 
-£423 million. 

7. Exchange Control (Payments) Orders, 1948, viz., S.I. 1080, 1418, 1736, 
1856, 2423 and 2628. 

8. I include Paraguay althou^ it is under uni(iue arrangements, (e.g. 
Hansard November 25, 1947, coL 1791.) 

9. Cmds. 7001 of December 1946 and 7301 of December 1947. 
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American Account 
Countries 

Transferable 

Account Countries 

Bilateral 

Countries 

♦United States 

(a) 

(a) 

Philippines 

♦Czechoslovakia 

♦Belgian Monetary Area 

Bolivia 

♦Dutch Monetary Area 

♦Canada and Newfoundland 

Colombia 

♦Norway 

♦Danish Monetary Area 

Costa Bica 

♦Sweden 

♦French Franc Area 

Cuba 

(6) 

♦Portuguese Monetary Area 

Dominica 

♦Chile 

♦Switzerland 

Ecuador 

♦Egypt 

(6) 

Guatemala 

Ethiopia 

♦Argentina 

Haiti 

♦Finland 

♦Austria 

Honduras 

Iran 

♦Brazil 

Mexico 

♦Italy and Trieste 

Bulgaria 

Nicaragua 

♦Poland 

China and Formosa 

Panama 

♦Russia 

Greece 

Salvador 

Siam 

♦Hungary 

Venezuela 

♦Spanish Monetary Area 
Sudan 

Japan 

Palestine 

♦Peru 

Roumania 

Syria 

Tangier 

Transjordan 

♦Turkey 

♦Uruguay 

Vatican City 
♦Yugoslavia 


British exports to any of the sixteen countries in the American 
account area are payable in United States dollars or in sterling held 
by residents in any of them. Sterling received by any of them on 
current account is widely transferable and convertible into United 
States dollars and, therefore, universally transferable. Under the 
Loan Agreement of 1945 there is no restriction on the use or con- 
vertibility of the United States's current receipts of sterling. By way 
of example in other countries, a Bolivian rerident can freely transfer 
his sterling to another Bolivian, or to a resident in any of the fifteen 
other coimtries in the area, in any of the fifteen countries in the trans- 
ferable account area, in the miscellaneous countries, and, of course, 
in the sterling area itself. In short, anywhere in the world except in 
countries in the bilateral area. If the transfer is to the United 
States, the sterling becomes convertible into dollars. 

Exports to any of the fifteen countries in the transferable accormt 
area are payable in locally held sterling, in sterling from otiber 
countries in the area, or from the American account area. Alter- 
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natively, exports to Czechoslovakia, Dutch territories, Norway, and 
Sweden may be paid in the respective local currencies. Sterling 
received by any of the countries is freely transferable within that 
country, within the whole area on current account only, to the mis- 
cellaneous countries, and, of course, to the sterling area. Moreover, 
specific sanction may be given to still wider transfers. (See below, 
VIII and IX.) 

The ^'miscellaneous’^ countries are minor ones in world trade. 
Exports to them are payable in locally held sterling or in sterling 
from a transferable or American account. Sterling received by 
them can be spent among themselves or in the sterling area. 

The wide, automatic transferability of sterling implied by the 
above does not necessarily apply to the bilateral area. Exports to a 
country in sub-list (a) are payable in its locally held sterling or in its 
local currency; exports to a country in sub-list (&) are payable in 
locally held sterling only. Sterling received by each country is 
transferable only within that country or, of course, to the sterling 
area. It cannot be transferred outside except with special Treasury 
permission. (But see below, VIII and IX.) 

As a pa 3 nnents agreement with Britain is in effect also an agree- 
ment with the rest of the sterling area,^ the relative importance of 
the different areas distinguished above could be fully determined only 
from statistics on the whole area’s visible and invisible items. But 
this infoimation is not available. 

Nevertheless a reasonable picture can be formed from Britain’s 
own trade figures, as given in the table on the following page. 

A pattern which is slowly changing — slowly, for trade cannot 
be turned on and off like water in a tap — is discernible here and may 
be described as follows. Countries in the sterling and transferable 
areas have been supplying Britain with a rising proportion of its 
imports, the share of the first being over a third, and of the second, 
over a fifth. Together they approach 60 per cent. If all E.II.P. 
coimtries are added in (see IX below), two thirds of the import ster- 
ling is transferable. The sterling paid out is automatically transfer- 
able over much of the world and is mopped up mostly by return 
British exports. The British balance of trade breaks about even, 
and more than even with the sterling and transferable areas, when 
freight and insurance are allowed for/ A falling fraction of imports 

1. But there been only one deal in which Britain, Australia, India, New 
Zealand, South Africa, and the Colonies have formally acted as one, namely, a 
sterling deal with Japan (BTJ, November 13, 1948, page 942; FNS, November 
18, 1948). Other countries in the sterling area may accede if they wish, 
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United Kingdom Imports (c.i.p.)^ 


Currency Areas 
as of January 1, 1949 

January-June 

1947 

£m % 

July-December 

1947 

£m % 

January-June 

1948 

fm % 

July-December 

1948 

£m % 

Sterling area 

264.2 

31.0 

303.8 

31.2 

372.2 

36.3 

376.7 

35.8 

American area viz : 

181.6 

22.1 

183.1 

18.8 

126.5 

12.3 

114.2 

10.8 

U,S,A 

160.7 

184 

146,6 

16.0 

954 

9,3 

89,0 

84 

Other 

30.9 

3.8 

86.6 

3.8 

31,1 

3.0 

36.3 

84 

Transferable area viz:. . 

106.3 

13.0 

155.4 

16.0 

198.0 

19.3 

230.7 

21.9 

E,R,P, ccmntries 

66.3 

6.7 

88,3 

9,1 

934 

9,1 

117,7 

11,3 

Other 

61,1 

6,3 

67,1 

6.9 

104,6 

10.3 

113.0 

10,7 

Bilateral area viz : 

265.2 

32.3 

310.3 

31.8 

305.4 

29.8 

307.5 

29.2 

Canada <St Newfoundland 

109.3 

13.3 

139,9 

1S.S 

117.3 

114 

106.8 

10.0 

E.R.P. countries 

67,9 

8.3 

74,3 

7.6 

99,3 

9,7 

90.3 

8,6 

Other 

88,1 

10,7 

106.1 

10,9 

89,0 

8,7 

1114 

10,6 

Germany 

5.6 

0.7 

13.7 

1.4 

14.5 

1.4 

14.9 

1.4 

Miscellaneous area 

2.7 

0.3 

4.6 

0.5 

6.1 

0.5 

7.4 

0.7 

Foreign fisheries 

4.8 

0.6 

3.2 

0.3 

4.0 

0.4 

2.4 

0.2 

Total 

820.4 

100.0 

974.1 

100.0 

1025.7 

100.0 

1053.8100.0 


United Kingdom Exports and Re-Exports (p.o.b.)® 


Sterling area 247.6 46,0 313.7 48.5 371.9 48.0 422.6 48.4 

American area viz: 42.7 7.7 39.3 6.1 60.3 6.5 62.8 6.1 

U.S.A S3,8 6J 37,6 S4.3 44 S6.8 4^3 

Other 8,9 1,6 11,7 1,8 16,1 3,1 16,0 1,8 

Transferablearea viz:.. 105.3 19.1 107.6 16.6 137.6 17.7 161.7 18.5 

E,R,P, countries 63,6 9,7 68,0 9,0 73,8 9,6 934 10,6 

Other 61,7 9,4 49,6 7,6 63,8 8,3 69,3 7,9 

Bilateral area viz: 142.1 25,8 167.6 25.9 194.2 25.1 217.5 24.9 

Canada & Newfoundland 30.0 3,6 36,0 4-0 33.3 4-5 40,4 4-0 

E,R,P, countries 76,8 14B 87,1 13,6 106,1 13,6 116,8 13,3 

Other 46,3 8,3 644 S,4 66.8 7,3 61.3 7,0 

Germany 10.8 2.0 17.2 2.7 17.2 2.2 13.9 1.6 

Miscellaneous area 2.2 0.4 2.2 0.3 3.6 0.5 4.4 0.5 


Total 650.7 100.0 647.4 100.0 774.8 100.0 872.9 100.0 


2. Compiled from the Monthly Trade Accounts which are subject to correc- 
tion in detail. Imports exclude fissionable material and include German repara- 
tion goods. Exports include relief and rehabilitation supplies (U.N.R.R.A. and 
others). Because imports are valued c.i.f. and exports f.o.b., when goods are 
carried in British, ships or under British insurance, the exports would be greater 
and the imports less in currency than the official values, probably by more than 
10 per cent on the average. That is, the trade gap is less than the official figures 
. show as above, subject to an allowance for exports mopping up old sterling 
balances. 




226 QUARTERLY JOURNAL OF ECONOMICS 

is obtained from Canada, Newfoundland, and the American account 
area, the first showing a slow drop to about a tenth, and the second 
a rapid drop to almost the same figure. But here British trade is 
hopelessly out of balance, save for the generous Marshall and Cana- 
dian aid. Coimtries in the bilateral area (excluding Canada) supply 
rather less than 20 per cent of the imports. Since their sterling is not 
automatically transferable, their balances are not additive, and 
trade with the sterling area outside Britain is a special complicating 
factor in some cases. Britain alone has a favorable balance with 
eleven of them, and an unfavorable with ten. The final balancing 
of the separate accounts requires invisibles, the trade of the rest of 
the sterling area, the use of credit limits, sale of capital assets, or 
payments in gold or dollars. (But see below, VIII and IX.) 

All told, British exports and re-exports have recently been 
equalling British imports in f .o.b. values. This is an amazing achieve- 
ment: before the war, in 1938, they were less than two-thirds. Such 
a balancing is now Britain's fate, for the old pre-war net invisible 
income seems gone forever.® 


VI 

The general characteristics of the different areas have already 
been indicated, but more insight into the nature of the system is 
given by a study of the various agreements negotiated with foreign 
countries. 

The provisions of the Anglo-American Loan agreement are well 
known.^ The other coimtries in the American account area are so 
associated with the United States that, as with the latter, all business 
must be conducted on a dollar or near dollar basis, and no agree- 
ments exist with them. The main imports involved are sugar from 
the Caribbean, tin from Bolivia, and oil from Mexico and Venezuela. 

About thirty agreements are in force with countries in the 
tran^erable area. The core is the transferability clause reciprocally 
agreed. For example, from the Chilean agreement:® 

3. 'For the future, in fact it will only be by the export of goods that we shall 
be able to pay for the goods we import,” Economic Survey for 1948 (Cmd. 7344), 
page 13. Despite a population growth of some three million, British exports at 
the end of 1048 were about 50 per cent above pre-war volume, and imports, 20 
per cent below — a double sacrihce in goods foregone and goods not obtained. 
In this balance the British achievement is unique. 

4. Cmd. 6968 of December 1945. 

5. Cmd. 7497 of June 1948. The Chilean government agrees not to restrict 
the acceptance of sterling. 
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“The Government of the United Kingdom shall not restrict the avail- 
ability of sterling standing to the credit of any Chilean Transferable Account for 

TnftTfmg — 

(o) transfers to other residents of Chile; 

(5) payments to residents of the Scheduled Territories; or 
(c) payments in respect of current transactions to residents of countries 
outside Chile and the Scheduled Territories as may be agreed between the con- 
tracting Governments.” 

In the Chilean case the countries in (c) happen to be listed in an 
appendix as the transferable countries, but the agreement is not 
necessarily limited to them. AU that the listing means is that trans- 
fers in such cases are automatic and the formal agreement still 
remains such transactions “as may be agreed.” In given cases, 
mder transferability may be sanctioned by special administrative 
agreement. This is standard flexibility. (See below, VIII.) The 
rates of exchange are based on dollar cross-rates, and all payments 
between Chfle and the sterling area must be settled in sterling, with 
facilities for remittances “in no way less favorable” than those 
accorded to other countries. Trade in copper, nitrate, and iodine is 
subject to “special arrangements” not specified.® 

The Czechoslovakian agreements’^ name the rate of exchange, 
allow trade in crowns and sterling, control capital movements “which 
do not serve direct and useful economic or commercial purposes,” 
and fix mutual credits (£1 million on the British side and rather more 
on the Czech to cover some old Czech debts) beyond which, however, 
gold is payable. Seven agreements with the Netherlands® settle the 
rates of exchange and currencies with the Dutch monetary area, 
control capital movements, and fix mutual credits (£10 million on 
the British side and, through a war-time debt settlement, possibly 
up to £55 million on the Dutch), beyond which gold is payable. 
Complicated and, one fears, acrimonious negotiations are embodied 
in two agreements which followed Egypt's departure from the ster- 
ling area.® Egypt's sterling balances were to be ascertained. No. 1 

6. FNS (July 13, 1948) reports copper as payable in dollars. 

7. Cmd. 6694 of November 1945, 7174 of July 1947, and 7585 of November 

1948. 

8. Cmds. 6681 of September 1945, 6921 of September 1946, 7051 of February 

1947, 7358 and 7381 of March 1948, 7487 of June 1948, and 7531 of September 

1948. These agreements produced a piece of parliamentary doggerel parodying 
Canning's Dutch negotiations a century ago: 

“In matters of claims the fault of Cripps 
Is giving too freely and asking for nix.” 

(Hansard, April 13, 1948, col. 787.) 

9. Cm^. 7163 of June 1947 and 7305 of January 1948. They contain 
references to “arduous labours” in negotiations and to “genuine” trade, with 
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and No. 2 accounts were set up, the first to carry currently earned 
sterling, and the second, the blocked balances. A complicated set of 
releases and transfers was arranged between the two accounts together 
with certain offsets arising from old British militaiy supplies and 
stores, provision of hard currencies, and certain capital movements. 
Unlike other transferable clauses, the Egyptian clause does not 
sanction automatic capital transfers to the sterling area but only 
those specially agreed upon.^ 

The Finnish agreement^ places all transactions on a sterling basis 
through dollar cross-rates and, although not containing the standard 
transferability clause, arranges for “necessary flexibility according 
to circumstances,” a phrase operating to the same effect. The 
Italian agreement,^ in placing transactions on a sterling basis, fixes 
the rates of exchange tl^ough “corresponding effective rates” for the 
dollar and limits the wider transferable use of sterling to sterling 
“at the disposal of the Ufficio Italiano dei Cambi” — clauses no doubt 
reflecting the complexities of the Italian situation. Three Nor- 
wegian agreements^ settle the rate of exchange, allow trade in krone 
and sterling, control capital movements, contain the essence of the 
transferability clause, and provide for mutual credits (£5 million). 

The Polish agreement^ is in standard current form, transactions 
being in sterling and rates on dollar cross-rates. The two Russian 
agreements® are more complicated for they contain trade trans- 
actions and some war-time debt settlements as well as exchange 
arrangements. The actual trade transactions relate to a deal in 

a zig-zag of qualifying letters. Egypt’s exclusion from the sterling area was 
due, one may presume, to its inability or unwillingness to exercise adequate con- 
trol over its residents in exchange matters. (See BTJ, July 12, 1947, page 1198.) 
Its sterb'ng balances were £404 million at the end of 1945 and £368 million in 
March 1948. (Hansard, July 20, 1948, col. 19.) 

1. A capital movement between Egypt and Irak in sterling has been mooted. 
Egypt has tended to try for barter agreements with various countries while at 
the same time not fully using its disposable sterling. (FNS, October 7, 1948 
and October 14, 1948.) 

2. Cmd. 7166 of July 1947. The agreement formally allows full availability 
for sterling “at the disposal of the Bank of Finland” for current purposes, but 
in practice it would seem to be transferable ster ling only. 

3. Cmd. 7587 of November 1948. Italy seems to have a small deficit with 
the sterling area {FNS, November 18, 1948). Vatican City is not included. 

4 Cmds. 6697 of November 1945, 7162 of June 1947, and 7474 of July 
1948. Norway seems to have a small surplus on current account. (FNSj August 
19, 1948.) The agreement to pay gold above the credit limit, and the Norwegian 
obligation to keep a minimum balance of £20 million have recently been waived. 
(BTJf December 25, 1948, page 1205.) 

A Cmd. 7352 of March 1948. An important trade deal has been added. 

6. Cmds. 7297 and 7439 of December 1947. For an important debate, see 
Hansard, January 27, 1948. 
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coai^ grains against light rails; other transactions are envisaged 
and put down for future negotiations which, however, seem to be 
hanging fire. As part of the grain deal, some war debts have been 
re-arranged on longer terms and much lower interest rates. No 
prices or exchange rates are mentioned, and the deals are essentially 
barter, but accounts are to be settled in sterling with standard 
transferability.^ The main Spanish agreement® follows standard 
form, including the sterling basis for all transactions and orderly 
cross-rates, but in regard to the use of sterling in the transferable 
area, it refers to “direct” current transactions only. Three Swedish 
agreements® name and change the exchange rate, include the use of 
krone and sterling, control capital movements, and arrange credit 
limits. (£8 million, but see below.) 

London’s prewar position as a holder of working balances and 
banking reserves appears, though faintly, in these agreements. This 
is implied in the seven cases where all transactions must be settled 
in sterling, to which may be added Ethiopia, Iran, Siam, and the 
Sudan.^ The Czech and Dutch agreements provide for mutual 
mini mum balances but the provisions for realization under I.M.F. 
conditions suggest an excess of sterling holdings. The Norwegian 
agreement arranges for mutual balances which, when revealed 
recently, were greater in krone than in sterling, but were also realiz- 
able originally under I.M.F. conditions. The Swedish, in addition 
to mutual balances, provided for a minimum SwedMi No. 2 holding 
of £25 million, but as Sweden is not a member of tlie I.M.F., all 
were covered by reciprocal exchange guarantees. 

It will be seen that membership in the transferable area does not 
permit a member to make capital pa 3 nnents in sterling to another 
member and, in practice, it does not permit them to extract gold or 
dollars from Britain. They must accept sterling offered by another 
m^ber or by the sterling area, and they are free, so far as the 
British control is concerned, to accept American account sterling. 

7. Russia does not seem to have taken up the agreed British counter- 
part in goods but is using the balance of sterlkig to buy wool and rubber in the 
sterling area. A similar thing seems to be happening with its dollar eatnmgs. 
(FNS, September 16, 1948 and Novemb^ 11, 1948.) 

8. Omd. 7696 of December 1948. %)ain has a small favorable balance with 
the sterlh^ area. (Hansard, March 26, 1948, coL 2105.) 

9. Cmds. 6604 of March 1945, 7170 of July 1947, and 7259 of November 
1947. Gold beyond the credit limit is no longer payable; some blocked baJances . 
are to be released to finance British trade and tlM countries. (BTJ, December 
25, 1948, page 1222.) 

1. Ihe official Iranian holdings are guaranteed in gold value. (Hansard, 
November 24, 1947, coL 1788.) 
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In special cases and with intent to give sterling a still greater multi- 
lateral use, transfers with the dollar and bilateral areas may be 
sanctioned administratively. (See VIII and also IX below.) But 
on the whole the transferable area is a vast self-balancing system 
with the sterling area. 


vn 

It is generally different with the bilateral area, certainly with 
its chief members; and the payments agreements are shaped accord- 
ingly. But the intent is to expand trade to the ma ximum possible, 
subject to no (great) loss of gold or dollars from the central reserves 
of the sterling area; and almost continuous negotiations are arrang- 
ing for this expansion on the basis of estimated balances of payments. 
Bilateral trade is better than no trade. (See also VIII and IX below.) 

Three agreements with Argentina* embody trade and railway 
transactions as well as payment arrangements — hard bargains, with 
Britain in the weaker position. Originally, the sterling received by 
Argentina was fully convertible and any balances held were covered 
by a gold guarantee, a guarantee still existing. The old sterling 
balances, mostly accumulated during the war, were wiped out by the 
sale of British railways (£150 million). Subsequently full converti- 
bility was withdrawn, and transactions put on a bilateral sterling 
basis ; the meat contract (£100 million) was paid in advance by Britain, 
together with various additions to original contract prices; and under- 
takings were given to facilitate supplies of coal, steel, machinery, 
chemicals, petroleum, and so on. The Austrian agreement* is 
colored and limited by the fact that a full peace treaty with Austria 
is not yet signed. The Belgian agreement^ fixes the exchange rate, 
allows trade in francs and sterling between the two monetary areas, 
controls capital movements, and arranges mutual credit limits 
(£12 million on the British side, £12 million on the Belgian, plus 
£16 million arising from certain outstanding Belgian liabilities), 
with holdings being subject to reciprocal exchange guarantees and 
I.M.F. conditions. Beyond the credit limits, gold is payable although 
“as the National Bank of Belgium is desirous of utilizing sterling 

2. Omds. 6953 of September 1946, 7405 of February 1947, and 7346 of 
February 1948. Contracts are fixed annually. The fiirst agreement, signed in 
Buenos Aires, is singularly abrupt in its language but the third is customarily and 
more courteously worded. There have been various prohibitions on British 
goods and one refusal to remit financial services; Argentina is currently defauUr^ 
ing on the meat contract and imperiling British rations. 

3. Gmd. 6891 of August 1946. 

4. Gmd. 7264 of November 1947, abro^ting a full convertibility agree- 
ment of a few months earlier. 
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balances as part of its reserves,’’ Belgium is not to claim gold unless 
it needs it for current transactions. Belgium has been accepting 
sterling from countries outside the sterling area. Britain having 
lost gold in this and other ways, a Joint Committee has been set up 
to watch the position and raise trade to a high but balanced level.® 
It is also to be hoped that the intra-European agreement wiQ help 
here. 

The Brazilian agreement® places transactions on a sterling basis 
covers prospective trade at the highest possible level, unblocks some 
sterling balances and has a transferability clause in standard wording. 
The clause (“as may be agreed”) has not yet acquired an automatic 
character. (See, however, the Argentine transfer mentioned below.) 
The accumulated balances, which were £61.5 million in 1947 and £50 
million by mid-1948, are covered in general by a revaluation clause; 
£10 million are to be released over four years, and more (unstated) as 
and when Brazil repatriates sterling debts, takes over public utilities, 
and builds a London embassy.^ The Canadian agreement® is pri- 
marily the loan agreement, parallel to the original American line of 
credit. The Danish agreements® are unique in having no formal 
limits to mutual credits, although any holdings are, by the text, con- 
vertible into gold. Under a recent trade agreement, involving butter 
and bacon against coal, steel, oil, and manufactured goods at new 
high levels, the Danes have stated their intention to pay off sterling 
debts.^ 

Six French agreements* are very complicated documents. 
Tumbling out pell-mell fashion in confused and changing French 
conditions, they cover not only a payments agreement on a franc 
and sterling basis between the two monetary areas but also war- 
time debt settlements, a series of large British loans and credits 
(subsequently funded in part at £100 million), and certain gold re- 
pa 3 anents and requisitioning of securities in partial discharge of the 
British loans. Provision is made for the mutual disclosure of overseas 

6. See Hansard, March 16, 1948, col. 1887-91, for supplementary details 
including provisions for possible re-purchase of the gold and for the drastic 
checking of Belgium's sterling inflow from third countries. The Chancellor said; 
“The only alternative [to this agreement] was a complete cessation of trade 
between the two countries.” 

6. Cmd. 7438 of May 1948. 

7. Brazil's sterling debt is thou^t to be about £80 nullion. (FNS, October 
7, 1948.) 

8. Cmd. 6904 of March 1946. 

9. Cmds. 6671 of August 1946 and 7692 of November 1948. 

1. BTJy September 26, 1948, page 603. 

2. Cmds. 6613 of March 1946, 6809 of April 1946, 6988 of December 1946, 
7112 of April 1947, 7408 of April 1948 and 7430 of June 1948. 
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assets^ held by nationals, and capital movements are brought under 
surveillance. The detailed working of the agreements appears to 
have presented some difficulties. A qualification no doubt reflecting 
some of the complexities of the French situation is the British 
Treasury’s Order to confine transfers to No. 1 Accounts of the 
French government or of hangues agrSSes. A Hungarian agreement^ 
formally re-opens trade between Hungary and the sterling area, 
arranges cross-rates with a sterling account kept in London, and re- 
affirms Hungary’s obligations in external debts and similar matters. 
The Peruvian agreement® closely follows the Chilean, including the 
remittance clause, but the transferable clause though fonnally equally 
wide is in practice mostly bilateral, and any sterling holdings are 
covered by a revaluation guarantee. 

Four Portuguese agreements® fix the rate and the currencies 
between the two monetary areas, settle minimum balances with rights 
to repayment in gold, keep capital movements under control, and 
arrange mutual credits (£5 million) beyond which gold is payable, 
as is happening on the British side. The Swiss agreement^ textually 
akin to the Portuguese, provides for mutual credits of £6 million plus 
a Swiss credit “as may be agreed in the light of the estimated balance 
of payments between the sterling area and Switzerland,” a helpful 
clause which has not, however, prevented Britain from losing much 
gold at times. The Turkish agreement®, which includes some trade 
provisions, operates through Turkish accounts recognized as such by 
the Bank of England, and, as far as local conditions permit, all pay- 
ments are to take place at published rates subject to Turkish pre- 
miums applied to certain operations. 

The Uruguayan agreement® is a sterling agreement with orderly 

3. Compare the U.S. action. 

4. Cmd. 6915 of September 1946. 

5. Cmd. 7498 of July 1948. 

6. Cmds. 6798 of April 1946, 7050 of February 1947, 7302 of January 1948, 
and 7401 of April 1948. 

7. Cmd. 6756 of March 1946. 

8. Cmd. 6907 of May 1945. It has some odd phrases, reflecting perhaps 
Oriental difficulties, e,g, the Turkish government undertakes to do its best ‘*to 
secure that payments for goods imported from the United Kingdom to Turkey 
can be made in accordance ■with the terms agreed upon between the buyers p-'nd 
sellers in so far as the import of the goods has been authorized.” Turkish ster- 
ling seems to be quite small and is falling; Turkey has been trying to sell widely 
in sterling but h^ had at times to reduce import licenses for British goods. 
(FNS, September 23, 1948, and November 25, 1948.) See also IX below. 

9. Cmd. 7172 of July 1947. Uruguay is reported to have prohibited exports 
of wool to the sterling area and to have sought dollar markets for them {FN8, 
October 21, 1948; it seems to be short of sterling. (BTJ, October 2, 1948, page^540.) 
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cross-rates. Although formally very wide, with transferability “to 
any country,’’ the sterling is in practice mostly bilateral; accumulated 
balances (£17 million in 1947) are covered by a gold clause and are 
to be released as and when public utilities are bought. Some are to 
be released for building a London embassy and — a unique and 
friendly point — “for permanent bursaries for use in the United 
Kingdom.” Finally, to close this complicated catalogue so far 
removed from the sweet simplicities of multilateralism, are the 
Yugoslavian agreements.^ They embody barter deals and compensa- 
tion terms for British property affected by nationalization (£4.5 
million) or by enemy occupation. 

VIII 

It would be wrong to leave the impression that the bilateralism 
of Britain was crude and rigid. Everywhere it can be relaxed by 
administrative transferability. Exactly how great administrative 
transfers are currently is not known although in the recent past they 
have been considerable. But the Bank for International Settlements 
declares that “in practice, a large volume of business has been and 
continues to be transacted on these lines,” and it warns us that their 
importance ought not to be underestimated in number, scope or 
aggregate value.^ 

Examples can be picked up from various sources. By the 
Argentine agreement, £10 million was transferred to Brazil and, 
more recently, Argentina has paid Hungary in sterling. Syria has 
required Egypt and Irak to pay in sterling. Poland and Turkey 
settle part of their accounts in sterling as well as in dollars. In trade 
agreements between Italy and Denmark, sterling has been used at 
least as the unit of account. The Chilean agreement makes specific 
reference to administrative transfers in addition to its standard 
transferability clause. Recent British purchases from Hungary have 
been paid in sterling which Hungary can use as it pleases. Uruguay 
sells sterling to Italy. Official press releases announce “facilities 
for the use of sterling in third countries” for Brazil, Denmark, Peru 
and Sweden.^ This is bilateralism tempered by administrative 
discretion. 

Moreover, out of the twenty-four countries formally in the 
bilateral area, eleven ranging alphabetically from Bulgaria to Yugo- 

1. Cmds. 7600-02 of December 1948. 

2. B.LiS. Bepori /or page 150. 

3. See Cmd. 6953; FNSj September 23, 1948, October 28, 1948, August 19, 
1948, July 18, 1948; Cmd. 7497; BT/, January 1, 1949, page 20, October 2, 1948, 
page 640, May 29, 1948, page 1059, ^ptember 25, 1948, page 603, and July 31, 
1948, page 228, 
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slavia have obvious peculiarities in local political or economic con- 
ditions which require special handling. Special relations too, but of 
a very friendly sort, exist with Canada. The great bilr^,eral prob- 
lems have a much smaller area than the fonnal area would suggest. 
Argentina now presents the biggest. In addition to ‘ 'administrative 
transferability’^, has now come with the E.R.P. countries, multi- 
lateral compensation. 


IX 

Ljdng unconformably over all areas is the recent agreement 
for intra-European pa 3 mients and compensations, devised as part of 
European economic co-operation under Marshall aid.'^ The intra- 
European agreement does not abrogate existing agreements, British 
or otherwise, but so long as "conditional (dollar) aid” is granted, it 
modifies their working. In 1947 the E.R.P. countries and their 
associated monetary areas had 46 payments agreements inter se 
(e.g. Austria had five such links, Belgium eleven, Britain nine, and 
so on), with aggregate debit balances of $490 million. Being bilateral, 
they helped up to a point and then hindered or distorted trade, the 
disadvantages tending towards the end of 1947 to outstrip the advan- 
tages. A small "circuit” clearing was set up between Belgium, France, 
Italy, and the Netherlands, with other E.R.P. countries (including 
Britain) as occasional members, but little came of it all, and little 
could come on so small a circuit. When the O.E.E.C. was set up in 
April 1948, all members pledged themselves "to continue the efforts 
already initiated to achieve as soon as possible a multilateral system 
of payments among themselves,” and the present intra-European 
agreement is the outcome of this. 

But no country can afford to hold an indefinitely large amount of 
another’s currency or make indefinitely large gifts, nor ought any 
country to seek to impose in this way on others. For a time it looked 
as if Britain and the sterling area, first in their own name and second 
through Belgian acciunulations, were to be cast as a Fairy Godmother. 
Since the role would have cost Britain both gold and more austerity, 
it was not acceptable. The final scheme embodies, therefore, in 

4. The main documents are the General and Technical Reports of the 
Committee of European Economic Co-operation and the Reports on Payments 
'Agreements (1947), the United Nations' Survey of the Economic Situation and 
Prospeds of Europe (1948), Convention for European Economic Co-operaiion 
(Chad. 7388), Agreement for Intra-European Paymerds and Compensations (Cmd. 
7546) 1948, and O.E.E.C., Interim Report on European Recooery Plan (December 
1948). See also Polk and Patterson, “The Emerging Pattern of Bilateralism,” 
this Journal, November 1947 and R.F. Mikesell, “Regional Multilateral Pay- 
ments Arrangements,” ibid., August 1948. 
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addition to conditional (dollar) aid, certain principles of commercial 
policy applicable to “net creditor countries,” “net debtor countries,” 
and “intermediate countries” respectively. All should seek to 
increase their trade, and especially they should maintain the normal 
exports necessary to the recoveiy of other participating countries. 
But net debtors and intermediate countries should do their best to 
increase their current exports and so reduce the prevailing dis- 
equilibrium, and make it less persistent. Net debtors should also 
in their external expenditure exercise the maximum economy compat- 
ible with recovery. Net creditors and intermediate countries should 
buy from net debtors “additional goods and services as freely as is 
reasonably practicable,” also to reduce the disequilibrium. The 
accounts, in short, can really be settled only in goods and services, 
and policies to do this must be pursued as part of the running of the 
scheme. Special attempts should be made to supply and obtain in 
Europe goods otherwise only obtainable for dollars. 

It was subject to the ejBfective practice of these policies by E.R.P. 
countries that Britain accepted the scheme. It would insure the 
minimum loss of the British gold or dollar earnings and reserves 
which are so necessary to bring that other great gap into balance — 
its gap, perhaps persistent, with the Western Hemisphere. 

Under the scheme, the countries estimated to be creditors on 
current account in the year ending June 1949 give “drawing rights” 
in their own currencies to their respective debtors, “equivalent to 
the United States dollar value of goods and services to be provided 
by E.C.A. for the purposes” of the scheme. If no such conditional 
aid is given, no drawing rights are given — the case with Portugal 
and Switzerland. The rights are gifts because the aid is a gift, the 
one in currency and the other in dollars, a transmutation effected by 
Marshallian alchemy. 

In this sense Britain has agreed to give sterling drawing rights 
equivalent to $312 million over the current fiscal year (France 
receiving $200 million worth, Austria, Germany, Greece and Italy 
receiving the balance) and receive $30 million from Belgium. The 
agreement, however, provides that drawing rights (and so return 
dollars) should be struck “after taking into account the agreed 
existing resources” of the debtors. Hence, where, e.g. sterling 
balances exist, these must run down before doUar compensation can 
be claimed. Accordingly, Britain will let these be drawn on up to 
$209 million worth, covering Greece, Italy, the Netherlands, Sweden 
and Turkey. In these two ways the total estimated net deficit of 
the other participating countries with the sterling area, equal to 
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$491 million, will be financed this year. As a separate deal, Britain 
is giving Turkey $8 million worth of drawing rights.® 

But the above by itself is hardly more than an increase of credit 
limits found in all bilateral agreements. The second great reform, 
accordingly, is to extend the circuit clearings to all E.R.P. members.® 
The members accept automatically all “first category compensations” 
as worked out monthly by the Bank for International Settlements. 
That is, they accept any operation which will decrease one or more 
debit balances against an equivalent decrease in one or more credit 
balances vdthin the whole system and not merely within one small 
circuit, as previously within Belgium, Prance, Italy, and the Nether- 
lands. Hence a multilateral flexibility is given to all drawing rights 
and credit limits. Members, too, must accept any operation which 
offsets, by means of the drawing rights, any monthly deficit between 
parties plus balances carried forward from month to month. If the 
O.E.E.C. estimates of the balances on current account prove sub- 
stantially correct (and that depends partly on the accuracy of the 
nationally estimated figures), and if commercial policy is practiced 
as agreed, the E.R.F. countries and their overseas monetary areas 
should in effect be a multilateral area, where debts incurred in one 
currency can be offset against receipts due in another currency, and 
where gold flows should be small. Where gold is more directly 
involved, as with Switzerland and Portugal, the members do not 
accept automatic compensations but require their specific consent, 
a consent not lightly given. 

In this way sterling and other E.R.P. currencies have become 
widely transferable. The conventional classification of countries 
into a “bilateral area” so far followed is becoming out of date. But 
the intra-European scheme is still very new, its commercial policies 
are still to be tried out, its estimates are still to be verified. The 
policies will require mobility of labor and changes in industrial 
structure which may be difficult to achieve and may meet with social 
resistance. National estimates which result in drawing r^hts that 
are gifts to others may be colored by this bare fact. The whole 
schmne turns on American “conditional aid.” Gold is still flowing, 
e.g. from Britain to Belgium. Europe is stiU not out of the woods. 

But sterling which a year ago was almost a drug on the market, 

5. Hansard, September 21, 1948, ool. 53 and January 27, 1949, coL 1115. 

6. Iceland and Ireland are part of the sterli^ area, Luxembourg is linked 
with Seldom; Switzerland and Porti^al recmve no conditional aid. Hence the 
membetahip for this piupose falls formally to twelve areas. 



BRITISH PAYMENTS AND EXCHANGE CONTROL 2S7 


discredited and sold short on the collapse of convertibility, is back 
again in the first rank of world currencies, carefully nursed by the 
exchange control system, by widening payments agreements, by 
expanding exports, and an austerity of imports. Over much of the 
world it is a hard and desirable currency and increasing in strength.^ 

H. A. Shannon. 

University of Bristol, England 

7. The phrase is used by the Chancellor of the Exchequer, Hansard, January 
25, 1949, col. 93. See also “Harder Sterling,” Economist, December 18, 1948, 
pages 1026-27. 



THE A & P CASE: 

A STUDY IN APPLIED ECONOMIC THEORY' 


“Lawsuits are contests in which, prosecution and defense both 
play to win, and in this process there is danger that no one will become 
folly aware of the true issues of public policy.” Corwin D. Edwards, 

“An Appraisal of the Antitrust Laws,” American Economic Review 
Supplement, May 1946, p. 187. 

SUMMARY ^ 

Introduction, 238. — I. Selling Policy, 239. — 11. Integration, 244. — III. 

Buying Policy, 247. — IV. Conclusions, 255. 


The Antitrust Division of the United States Department of 
Justice stands today at the height of its power and prestige. Whether 
we regard the money available to it, the number of cases it is pre- 
paring, or — most important of all — the sweeping latitude which 
recent judicial decisions have given to its actions, it would appear 
that the gains of the late 1930*s were not lost during the war, and 
that further important advances have been made in the post-war 
period. 

The wider the scope of its work, the more exacting become the 
demands upon its staff.^ In particular, the quality of its economic 
thinking becomes of ever greater importance. This thinking is found 
primarily in the actual cases which the Division prosecutes. Thurman 
Arnold, who has by far the best claim to the title of being the father 
of modem antitrust policy, once remarked; ‘‘A dog talks by barking, 

1. This is an e^anded version of a paper delivered before the 61st Annual 
Meeting of the American Economic Association, and it appears by courtesy of 
the past President of the Association, Joseph A. Schumpeter, and the Secretary, 
James Washington BelL It is bas^ on the last chapter of an unpublished 
doctoral thesis, The Dominant Firm, with Special Reference to the A & P Tea Co, 
(Harvard, 1948); cited hereafter as DF, The award'of a Social Science Research 
Council fellowsldp made the investigation possible. Access to the A & P record 
was afforded by Holmes Baldridge of the Antitrust Division, U. S. DepartmeSt 
of Justice; to the exhibits, by James V. Hayes of Donovan, leisure, Newton, 
Lumbard & Irvine. Their courtesy and the complete freedom they afforded 
have earned my sincere gratitude. In discussing the policy involved in this 
case, I have b^ome deeply indebted to Robert R. Bowie, Milton Katz, and 
Edward S. Mason. The paper has also benefited from the suggestions of 
Robert L. Bishop. But none of them is necessarily' in agreement with any 
statement made here, nor responsible for any errors of fact or interpretation. 

2. Some details of the economic staff of the Antitrust Division of the 
Departmaat of Justice for the fiscal year 1948 may be found in The Budget of 
the United States Government for the Fiscal Year ending June SO, 1950 (Washington: 
Government Printing Office, 1949), p. 658. 
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and we [the Division] ‘'talk through litigation/’ In exploring and 
appraising the collective mind of the Division, then, it seems best 
to go case by case. 

The recent successful action against the New York Great Atlantic 
& Pacific Tea Company (mercifully abbreviated to & P”) affords 
a particularly good opportunity for such exploration and appraisal. 
The case was brought in 1944, tried the following year, decided in 
the District Court in 1946,® and immediately appeal^. The Seventh 
Circuit Court of Appeals upheld the conviction at the end of Feb- 
ruary 1949,^ and a month later the Comptoy announced that it would 
not appeal further. Thus the ideas of the Antitrust Division as 
developed in this case have prevailed, and will influence public policy 
and business conduct. They deserve examination. The frequent 
references to this case in the important new book, Maintaining 
Competition^ by Corwin D. Edwards, leave us no doubt on this score.® 

The scope of this article is limited. It is not my purpose to 
comment on the decisions from a legal point of view; nor to discuss 
the facts of the defendants’ operations, except incidentally. A 
further aspect of major importance, namely the Department’s use of 
statistical materials, will not be touched upon at all. This paper 
will accept the facts as stated by the Department of Justice, and 
have for its purpose an examination into the economic theory or 
theories by which these facts are given meaning, and the public 
policy which underlies the action. The economic theory of the 
prosecution and its implied economic policy are best explored in 
relation to the business methods of the A & P Company in (1) selling 
goods, (2) integration of manufacturing and retailing, and (3) buying. 

I. Selling Policy 

A few matters of terminology must first be explained. Following 
the usual practice in retailing, ^^gross profit” is taken as the difference 
between the cost of goods purchased by the retailer and the total 
gross revenues of these goods when they are sold. '‘Expenses” 
include all costs except the cost of the goods. Since totals are almost 
meaningless except in relation to sales, it is usual to divide both 
gross profit, or total margin, and total expenses by total sales; and 
to think and speak in terms of gross profit rate^ or gross margin, and 

3. U. S. V. The New York Great A & P Tea Co., 67 Federal Supplement 626 
(E. D. lU. 1946). 

4. Commerce Clearing House, Trade ReguMum Reporter: Court Decisions, 
Paragraph 62,375. 

5. Corwin D. Edwards, Maintaining Competition (New York: McGraw-Hill 
Book Co., 1949). Bee the index, pp. 321 and ^0, for the many references. 
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expense rate^ both expressed as percentages of sales. It will be helpful, 
and analytically correct, to think of gross margin as the price of 
retailing service, and of expense rate as the cost of rendering that 
service. The difference, or net profit rate, is obviously the net return 
to the retailer. 

Figure I indicates certain matters on which there is agreement 
between both parties: that the lower the gross margin, the larger 
the sales; and the larger the sales, the lower the expense rate. At 
sales of OAj expenses per unit sold would be AE, gross margin would 
be AM, profit per unit would be EM, and total profit would be the 



rectangle labeled ^^original profit.'^ Now if the company, in pursuit 
of greater volume, lowered the gross margin to BM', and if consumers 
for a time did not respond, sales would be no larger, the expense rate 
no lower, and the profit might be turned into a loss, as represented 
by the rectangle labeled “temporary loss.” If and when consumers 
responded, the sales might increase to OB, the expense rate fall to 
BE', and operations again be profitable, as indicated by the rectangle 
labeled “final profit.” (No attention should be paid to the size 
of the profit and loss rectangles; only their existence is of interest.) 
For example, in experimenting with reduced prices in the last three 
quarters of 1937, the Company was able to lower its gross margin 
from 18.6 to 18.3 per cent, to increase weekly sales per store from 
$1104 to $1226, to lower the expense rate from 18.4 to 17.2 per cent, 
and hence to increase the net profit rate from 0.18 to 1.22 per cent.® 

According to traditional economic analysis, unrestrained com- 
petition for additional business will drive firms in just this manner 
to reduce prices and costs, thereby passing on to society the benefits 

6. DF, pp. 156-158. 
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of more eflBicient operation. And the usual attack on monopoly, or 
monopolistic competition, is that the firm or firms seek greater profit 
by restricting output short of the least cost point and hence keeping 
prices up. 

But the case against A <& P is precisely the contrary: it attacks 
the Company's attempt to move in the direction of greater output 
at lower cost. By lowering the gross profit rate in order to induce 
greater volume, it contends, A & P was selling below cost and 
unfairly burdening competition. In the words of the Government 
brief: 

In speaking of how meat business . . . had increased from $200 to $1200 
per store, he [John Hartford, the key defendant] pointed out: “This was accom- 
plished by reducing the gross profit rate until the volume was built up to a point 
where the expense rate was low enough to permit the store to operate at a 
profit.” We knxyu) of no more clear and concise words with which to ex^press the 
Governments charge . . . 

Hartford then attempted to advance what amounted to a plea in con- 
fession and avoidance: “Well, I knew that just as soon as we could get on a 
proper operating basis, we would have every reason to believe, from our experi- 
ence, we would get the volume that would take care of it.” . . . The evil, however, 
which is inherent in this pattern lies in the selection of an arbitrary gross profit 
rate chosen without regard to the expense rate and fixed at a figure which 
defendants believe will produce the chosen figure of desired volume.’^ 

. . . Gross profit rates in selected areas have been set below the expense 
rates in such areas. [It is incorrect to] argue merely that eventncUly such a prac- 
tice will result in a profitable operation since the increased volume produced by 
setting the gross profit rate below the expense rate will eventually reduce the 
expense rates to a point where vltimately a profit will be earned.® 

Of course, the lowering of gross profit rates may ultimately result in increased 
sales and hence in increased profits. But [this] ignores the restraining effect upon 
A & P's retail competition during the interval required for increased sales to 
reduce the expense rate.® 

In what sense is this selling below cost? Suppose that con- 
sumers are so quick to see, compare and decide, that A & P receives 
the increased business immediately, and overnight moves from one 
profitable position to an even more profitable one. In that case, 
there is never any loss and never any selling below cost. But of 
course this may not happen. Consumers may or may not respond; 
costs may fall with higher output or they may rise. As the diagram 
shows, the instant result of a price reduction may be a (proportion- 

7. Brief for, the United States (hereafter cited as GB for “Govenuaent 
Brief”), pp. 110 and 837; our emphasis. See also ibid,, p. 1088, 

8. IJ. S. Circuit Court of Appeals, Octob^p term 1947, No. 9221, GB, p. 373* 
Italics in original. 

9. Ihid.j p. 384. Italics in original. 
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ately) much larger profit reduction or an actual loss. A businessman 
trained in economics has well said that “it takes courage as well as 
sagacity to gamble on a rate of demand that will bring forth the 
volume needed for lower costs.^^^ Competitive price cuts of any 
magnitude typically (1) involve the risk or expectation of “selling 
below cost” until and unless the market responds; and (2) aim at 
larger profits (or smaller losses) through larger volume. If A & P^s 
price cutting is illegal, then most price competition, where profit 
margins are narrow, is illegal. 

The A & P Company, in order to serve its own interests, absorbed 
progressively fewer resources per dollar or per ton of the goods it 
handled, and passed along to consumers a large part of the savings. 
Obviously A & P sold “below the cost” which it migU have incurred 
if it had preferred to stay at the old ineflScient level. The Govern- 
ment insists that it should have stayed there. An “honest retailer” 
would attempt to “price his merchandise in the traditional American 
way, that is, cost, plus expenses, plus a profit.”^ Thus cost at some 
predetermined level of output is taken as a basis to be maintained 
without change under penalty of law, and price is to be set by adding 
conventional markups. Economists have been discussing “full-cost” 
pricing for at least a decade, and they are far from agreement on 
how widespread a practice it is. But all parties have considered it 
as a departure from competition, and a restraint upon the operation 
of the market. Yet we now witness its establishment as the standard 
for competition! 

There are two interesting collateral issues. (1) Suppose A & P 
had tried to attract business not by cutting prices but by making 
advertising and promotional expenditures which reduced net revenues 
by the same amount. They would then have incurred the same 
losses imtil the campaign proved successful — if it ever did. Would 
this be illegal? If so, then almost any method of attracting business 
which costs or may cost money would be illegal. But if it were 
legal, then it would be permissible for a firm to seek larger sales by 
enriching advertising media, and possibly misleading or confusing 
consumers; yet it would be illegal to seek business by giving con- 
sumers more goods for less money. Further comment would be 
superfluous. 

(2) Even if the A & P sales policy is nothing but price com- 
petition, it is legitimate to ask whether that competition might drive 

1. Oswald W. Khautli, "'Monopoly Beconsidered,” Political Science Quar- 
terly, December 1045, p. 566. 

2. GB, p. 406. 
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afl or most other firms out of business and allow the one or few 
survivors to exploit both growers and consumers. In other words, 
if there are no limits, or very wide ones, to economic of scale, com- 
petition becomes self-destructive, for the larger a firm, the lower 
become its costs; the lower its costs, the more it can cut price to gain 
more business and further lower costs . . . and so on. Bvi wdess like 
assumption of no limits is true in fad, there is no justification for 
asserting the consequences. Unless there are concrete facts to show 
that monopoly or oligopoly will certainly or at least probably result, 
the Department of Justice is in effect attacking competition on no 
better groxmd than an economic generalization which may be quite 
inapplicable to the case. It was a great lawyer, Mr. Justice Holmes, 
who remarked that “general propositions do not decide concrete 
cases.” 

All A P stores in the United States and Canada are grouped 
by the Company into local “units” which coincide fairly well with 
metropolitan districts and with local market areas. The Govern- 
ment insists, rightly in my opinion, that it is the share of these local 
markets rather than of the national market which is relevant to any 
consideration of monopoly power.® If, now, for each year, that 
particular “unit” is chosen in which A & P stores did the highest 
percentage of the food business, we have a time series showing the 
upper limit of A & P market control for the years under review. 
In 1925 the highest unit was 17.14 per cent; successive peaks were, 
in 1936, 19.52 per cent; 1938, 20.51 per cent, and the third quarter 
of 1941, 19.81 per cent. The Company’s share of the national 
market has at best remained stable since the early 1930’s.^ Yet the 
statement is made that “the picture ... is one of an ever broadening 
and ever ascending spiral of monopoly and trade restraint in the 
hands of A & P.”® It is highly significant that in a brief of 1100 
pages there is not even one table presenting either the dollar or 
physical volume of sales or the share of the market, for the years in 
question, in the several units as described above. 

But all that is in the past. What is indicated for the future by 
the structure and cost conditions of the industry? Are there such 
great economies of scale not offset by difficulties of co-ordination? 
If prices are raised by the surviving monopolists, will they be able 
to keep out new entrants, except by the expensive method of keeping 
prices down everywhere? The Anti-trust Division did not attempt 

3. OB, pp. 1076, 1093-4. 

4. DF, Appendix, Tables 3-A, ^•B. 

6. OB, p. 1076. 
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to answer such questions; and they made strenuous and largely 
successful attempts to keep anyone else from asking them. Expert 
testimony that the economics of food-retailing rendered monopoly 
impossible was protested and often barred from the record not 
because it was false or misleading but because it was — of all things 
— irrelevant! 


II. Integra-tion 

The integration of the A & P Company has also been used to 
support the charge of ^^selling below cost.^^ The great bulk of the 
Company's profit has been derived from manufacturing, the collec- 
tion of advertising allowances and quantity discounts, operations of 
hnymg offices, and the like.® The alleged restraint of competition is 
best put in the words of the Government brief: 

. . The profits from the non-retail end of the business . . . subsidized the 
retail business, so that the latter could operate at an uneconomic profit rate, 
a •privilege not possible to A & P's competitors. This, the Government contends, 
is an inherent abuse of the vertical integration of A & P’s System.”^ 

The Meaning of Intra-Firm Profits 

Certain items are excluded from retail profit for purely formal 
accounting reasons and must be added back. Advertising allowances 
and quantity discounts are reductions in the cost of goods purchased, 
and to call purchasing a non-retail operation is absurd.® Thus we 

6. The Department of Justice attempted, quite unnecessarily, to make 
profits derived from retailing appear even smaller than they were. Their statis- 
tical procedures can only be called deplorable. See DFy pp. 397-401. 

7. CB, p. 86 (emphasis ours). Compare also the following: . . Profits 
from all operations of the System are siphoned into its retail stores in order to 
offset uneconomic retail profit rates. The effect on competition of this unreason- 
able subsidization of retail operations is apparent in the relationship of profits 
from retail sa^es to the subsidies from non-retail sources” (p. 87), *^As non-retail 
profits increased, Headquarters reduced the amount of profits from retail opera- 
tions in order to place its stores in a position of price supremacy over competitors. 
By 1942, the crediting of non-retail profits to retail operations enabled A & P 
to operate its stores with inconsequential profits on retail sales” (p. 94). . . The 
profits from A & P’s non-retail operations are credited to their retail opera- 
tions. . . . These direct subsidies make it difficult, if not impossible, for less 
strongly integrated, or for non-integrated competitors engaged only in retailing, 
to compete or survive” (p. 1075). 

8. The Gk>vemment alleges that A & P was able to coerce suppliers into 
diserinuMting in its favor. (This will be discussed in the next section.) The 
advertising allowances and quantity discounts contain these discriminations. To 
charge both that A & P burdened competition by receiving special concessions 
and that it used these concessions to subsidize its retailing and to burden com- 
petition fe simply to say the same thing twice. 

Incidentally, if we add the allowances, discounts, and buying-office profits 
back into the profits of local A & P areas — and it is pure, misleading formalism 
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are left largely with the substantial profits attributed to A & P 
manufacturing. That is, goods have been transferred from the 
manufacturing to the selling department at market prices, and 
profits or losses calculated for the A & P factories. The purpose 
of the Company’s accounting system has undoubtedly been to 
picture its manufacturing and retailing separately, as if each one 
sold or bought in the open market rather than to and from each 
other. 

But in fact the manufacturing plants do not sell, and the stores’ 
warehouses do not buy. To pretend that they do is an accounting 
fiction — a useful and proper one but a fiction nonetheless. Now 
the law has numerous fictions of its own. A group of people is 
treated as a single '^body” — this is the literal meaning of ''incor- 
poration.” Again, all men are presumed to have an encyclopedic 
knowledge of the law, and ignorance is therefore no excuse. In eco- 
nomics, there are such fictions as perfect competition, the stationary 
state, or the instantaneous multiplier. They all have their place 
as aids to logical thinking.® But to treat them as realities is a 
caricature of logic. There is as much point in speaking of the profits 
of the A & P plants as in discussing the temperature or blood pressure 
of a corporation. No man can make a profit by selling to himself. 

All A & P operations, up to the point where goods are alienated 
in return for hard cash, are designed to reduce the cost of these 
goods. Integration, if successful, is one such method. But the mere 
existence of some accounting profit is no indication of success. For 
example, in the middle 1920’s A & P was on the point of giving 
up some of its profitable manufacturing facilities because the capital 
employed there could apparently draw a higher return in retailing. 
Had this continued to be the case, A & P would have been worse 
off than a retailer who had devoted an equal capital exclusively to 
retailing. Their "subsidized” retail stores would have been at a 
disadvantage in competing with the "unsubsidized.” 

The Department of Justice proclaims again and again that it is 
not opposed to integration as such, only to its misuse. Its sincerity 
is not questioned. But it simply has not realized that any integrated 
company whatever — in steel, automobiles, meat-packing, textiles, 

to do anything else — then most of the bases for thinking that the Company sold 
below cost in selected geographical areas in order to drive out competition 
apparently disappear. But there is general agreement that such conduct, if it 
did exist, would be an unmitigated burden, on competition. Since no issue of 
principle is involved, this charge has not been discussed at length. 

9. Cf. Morris R. Cohen, A Preface to Logic (New York, Henry Holt & Co,, 
1944), ch. 6. 
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distribution — could keep its books in the same way as A & P 
simply by setting a market price on goods transferred from one 
department to another;^ and that, so long as the earlier stages of any 
integrated company could be said to earn anything, however little, 
these fictitious “earnings” could be “siphoned” to abuse competition 
in the later states. And this would be the case even when possession 
of the earlier stages was a burden on the integrated company because 
they were earning too small a rate of return! 

The only way to reconcile the legality of integration with the 
illegality of “subsidizing” — for they are simply two names for the 
same thing — would be to throw the whole burden of blame on the 
accounting system. Either any and all integration is illegal, or else 
a rational form of accounting is illegal, or both. This is the only 
possible implication of the Government case. 

Integration and Public Policy 

Thus far we have been concerned only to demonstrate that 
integration by any name is the same thing. But the issue is larger 
than mere confusion in the Department of Justice. Integration can 
be objectionable. A business concern may continue for years to 
make things which could be made more cheaply outside. In this 
case, if its books were set up like A & P’s (and if practicable they 
certainly should be), there would be little or no profit “earned” at 
the earlier stages. The Department of Justice would be compelled 
to approve, since there would be no earnings to “siphon” for “sub- 
sidizing” later states. To an economist, on the other hand, it would 
seem to be a clear case of wasted resources and of competition failing 
to operate. 

So much for abstract possibilities. Economic policy should be 
based on actual facts about the relative efficiency of integrated and 
non-integrated finns. The Department of Justice made no attempt 
to find them. But relative profitability may perhaps be used as a 
first approximation to relative efficiency. If we use some Federal 
Trade Commission data, and make the usual allowances for errors 
and discrepancies, it is my impression that A & P factories have 
been so much more profitable than large independent manufacturers 
of food products (who are themselves more profitable than the 

^ 1. The doubtful reader is urged to consult ID. H. Wallace, Market ConiTol 

d-ZuminMOT Industry (Cambridge, Harvard University Ress, 1937), ch. 
VTU, where the technological advantages of integration are analyzed. Every 
su^ advantage is expressed for the business firm in costs lower than suppliers' 
prices. Hence there arises a '‘profit” on making the goods at home. 
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industry as a whole), that they are simply in a different class.^ 
For this there seem to be two obvious reasons. First, the manu- 
facturing plants have an assured market and can run along steadily 
at something like the optimum level of operations. There is no 
uncertainty about the market and no sudden and expensive adapta- 
tion to it. Second, and in part implied already, there are none of 
the large selling and advertising costs of the non-integrated food 
processors, Geoffrey Shepherd has referred to the “stupendous” cost 
of transferring ownership from one stage of distribution to the next.® 
A & P has completely eliminated them from its own organization. 
This saving benefits both A & P and the economy as a whole.^ 
These are the gains which competition is supposed to bring about. 
The law evidently regards them in a different light. 

It might be said that the cost of maintaining chronically idle 
capacity was a social burden that someone had to meet; that the 
Company was eliminating only part of this cost and shifting the 
rest onto its suppliers. But this also implies that A & P turned to 
these suppliers when demand and prices were high and delivery and 
quality relatively poor, and did not buy when it was cheapest to 
do so.® In other words, it is argued that the suppliers have become 
“specialists” in the bearing of risks in demand, and must be com- 
pensated accordingly — otherwise, if prices fall too low in slack 
times, some of them may be forced out of business, thus causing 
scarcity and unduly high prices during revival, an excessive influx 
of new capacity, and so on around the wasteful cycle. Does this 
actually happen in the food trade? It would be highly relevant to 
know as an element in judging the industry. But there is no evidence 
to suggest that the Department of Justice has ever considered the 
question. 

Ill, Buying Policy 

The buying policy of the A & P Company may be the most 
important single issue and is undoubtedly the most complex. It is 
necessary to disentangle two distinct aspects: (1) coverage of the 
market, and (2) inducing sellers to discriminate. 

1. Coverage of the Market 

(a) ^^Demoralization” An imperfect market, containing not a 
single price but a spread of prices, can be exploited by a large buyer 

2. See DF, pp. 312-313 and 407-410. 

3. Geoffrey Shepherd, Marketing Farm Products (Ames, Iowa State College 
Press, 1946), p. 391. 

4. See footnote 2, above. 

5. I am indebted to Sidney S. Alexander for pointing this out to me. 
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who can be “all over the place^’ at any given moment and take the 
better offers. The effect of such a buyer is to narrow the range of 
prices, lower their average, and make for a single price in the market. 

Evidence both in and out of the record indicates that sellers 
have a dislike for such buying oflSces, a dislike which is out of pro- 
portion to the size of their operations.® Letting the big buyer inside 
the market is considered very bad because concessions granted to 
hiTT) have such an unfortunate tendency to spread. Sellers who 
might otherwise receive higher prices because of their customers' 
ignorance of lower prices elsewhere in the market are forced to meet 
these lower prices. The large buyer may undercut them directly by 
reselling some bargain offers which he cannot use. Or he may set 
off vigorous price competition at a later stage in the productive or 
distributive process. A & P did both. It is not diflScult to under- 
stand sellers' and competitors' resentment at such “demoralization." 
But it is difficult to see why anyone concerned with the general 
welfare should share it. 

(b) Brokerage. Food processors and packers commonly sell to 
distributors through brokers who are paid a certain percentage of 
the list price. A & P has attempted to act as its own broker and 
to collect its fee in the form of an equivalent reduction in the list 
price, leaving the net price to the seller unchanged. The Govern- 
ment has devoted volumes of testimony and exhibits simply to 
demonstrating the fact that a brokerage equivalent was allowed to 
A & P buyers, and especially to its produce-buying subsidiary. 
Very rarely are these allowances said to be excessive and to consti- 
tute price discrimination, which will be discussed later. Assuming, 
as we do throughout for the sake of a policy discussion, that the 
facts are as alleged, why is it wrong for a firm to do its own buying 
and pay a lower gross price? 

Consider two buj'ers at the same location. One of them buys 
goods delivered, the second buys f.o.b, and performs the transport 
function himself. If both of them pay the same price to the seller, 
it is obvious that the second is suffering discrimination. He is paying 
for a sendee he himself performs, and the seller is getting a higher 
net return from him than from the other. 

The middleman or broker function is closely analogous to the 
transport function. If A & P paid the same prices as those who 

6. See DF, pp. 126, 347, 484-485, and Appendices 5 and 7; also Charles P. 
Poos, NRA Eeommic Plamiing (Bloomington, Principia I^ess, 1937), pp. 277- 
279, 293—304, ^8, 503, 505^ Charles Albert Pearce, NRA Trade Practice Programs 
(New York, Columbia University Press, 1938), p. 78. 
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bought through brokers, the net return to sellers would be greater on 
sales to A & P. In many cases, strong sellers, strengthened further 
by the Robinson-Patman Act, forced them to buy at list price and 
pocketed the difference: correspondence with Del Monte^ makes it 
beautifully clear that the packer was collecting phantom brokerage 
in precisely the same way that steel or cement mills used to collect 
phantom freight — for services never rendered. This is what the 
Department of Justice is trying to bring about. The only possible 
result of its policy is to enforce systematic patterns of price dis- 
crimination which weaken competitive pressures on sellers. It is a 
perfect analogy to zone pricing systems, with identical prices at 
different locations. But we need no analogies. The policy of implicit 
discrimination is writ large in the Sugar Institute code which the 
Supreme Court struck down in 1936.® And this is mentioned as 
only the most notorious among many whose common purpose was 
to preserve an “orderly’’ or “stable” price structure from the pressure 
of buyers who might force prices down and even — worse thought — 
set off price competition at the reselling level. The Department of 
Justice, in this case, is in full S 3 unpathy with the stabilizers, even 
as, in other cases, it prosecuted them. 

Just as a basing-point or zone system weakens the urge of 
buyers to find cheaper transportation methods, so a system of 
identical list prices to all buyers (which means diverse net prices) 
weakens the urge to find or set up cheaper distribution methods. But 
can A & P buying offices really do a better job than independent 
brokers? As usual, the Department of Justice does not ask the 
question. It is possible, however, to compare the income statement 
of A & P’s produce-buying subsidiary with OPA data for independent 
wholesalers. The A & P subsidiary handles a longer flow — from 
the field to the warehouse, as against the independents who operate 
at terminal markets — yet its gross margin, the price of its service, 
is actually one-third to one-half as large as that of the firms who do a 
much smaller job. The superior efficiency, in fact, is hardly in 
dispute.® 

Any net advantage to the Company from operating the buying 
offices would of course be in their vst profit. As we have seen, the 
Department of Justice appears completely to ignore this elementary 
fact. For if they were aware of it, why the heavy emphasis on 

7. In the record as Gkivernment Exhibit 1829-A. 

8. See DF, p. 292. 

9. DFf pp. 328-330; the most nearly comparable group are “full service 
wholesalers.” See also pp. 336-337. 
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gross brokerage payments? If we were to assume that A & P buying 
offices needed no personnel, premises, or equipment, and cost the 
Company nothing, then there might be sense in speaking of brokerage 
payments in the gross as a "'rebate^^ or '"a preferential buying advan- 
tage.”^ But only under such an assumption would the conclusion 
be warranted. 

(c) Profits of Buying Offices on Re-Sale. But there is a surprise 
in store for us. After completely neglecting the expenses of buying 
operations in order to make the advantage look perhaps fifty times 
as great, ^ the Government turns around to say that competition was 
also abused over and above this advantage by the net profits of the 
bujong offices. About three-fourths of these ^^profits” were on 
re-sales to the A & P and are therrfore as purely formal and meaning- 
less as the manufacturing “profits” discussed earlier.® But the 
Company also profited by re-selling goods to competitors, thus in 
effect drawing a “subsidy” from the very firms with whom they 
were competing. 

The confusion is fairly obvious. Had A & P withdrawn its 
personnel and investment from bu3ring and devoted them instead to 
some other profitable occupation, competitors would have had to 
pay no less for produce, and probably more, while A & P would 
have been just as much strengthened against them. For example, 
the very aggressive persons in charge of produce-buying might have 
been assigned to expand the retail activities of the Company — say, 
to opening new supermarkets after the war when building materials 
again became plentiful. Their profits would have “subsidized” the 
other stores just as effectively. But why stop there? Under penalty 
of contradicting itself, the Department of Justice must insist that 
at any moment of time half the stores are “subsidizing” the other 
half; or rather that every individual store is “subsidizing” every 
other. Nor need we confine ourselves to the food industry, nor to 
big business. For example, the repair department of an automobile 

1. GB, p. 225. 

2. DF, p. 330. 

3. On certain transactions, produce-shippers did not sell directly to A & P 
but did consign their wares to its produce-buying subsidiary to be sold at the 
best price obtainable. Some portion of these goods might be and doubtless was 
eventually sold to the retailing organization. Within limits, there would be a 
presumption that such shippers would run the risk of receiving a price somewhat 
less than the market. The obvious remedy would seem to be some kind of 
compensation device. In fact the produce-buying subsidiary, doubtless under 
pressure, waived the collection of brokerage on such sales. They were all the 
more ready to do so because such sales could not have amounted to more 
about 5 per cent of their transactions. 
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dealer gives rise to profits which “subsidize^' and give an unfair 
advantage to his sales department in its rivalry with dealers who 
have no repair shops. 

If even such tiny horizontal integrations are in restraint of 
competition, consider what great vertical encumbrances must be 
swept away. In the Almninum case, the Government, at the cost 
of immense labor and time, was able to prove that Alcoa had abused 
competing aluminum fabricators by charging them a very high price 
for ingot and then undercutting them on finished products. But 
under the new doctrine it would have been necessary to prove only 
that Alcoa had made some profit, large or small, on sales to fabri- 
cators. This profit was a ^‘subsidy’' in precisely the same way as 
the profits of A & P buying ojQSces. Hence it would suffice as proof 
of a burden on competition. 

To sum up the new doctrine: it asserts illegal restraint of com- 
petition to exist in any business firm which (1) can be set up as more 
than one accounting and profit-making imit, or (2) directly or indi- 
rectly sells anything to a competitor. We shall seek a long time, I 
fear, before finding any firm which is not breaking the law. This 
suggests a synthesis of the two criteria. They are both logical conse- 
quences of the notion, profoundly anti-capitalistic in spirit, that 
business profit is somehow a subsidy or gift; it follows that the 
return on every separate transaction is a subsidy to every other, 
making each one a separate act in restraint of trade. 

2. Inducing Sellers to Discriminate 

(a) The Pattern, The effects of a pattern of price discrimination 
upon more and less favored buyers and upon competition cannot 
usually be measured; even the qualitative effects cannot often be 
established by direct evidence. Hence the Government demonstrates 
their existence by deductive reasoning. The major premise is that 
if sales are made to one buyer at a price lower than that charged 
others, price to the others must necessarily be further increased in 
order to offset the loss or the smaller profit on the sale to the favored 
buyer. Or, what comes to the same thing, price concessions to some 
buyers can never lower the average gross revenue of any seller. 
This appears to hold at all times and imder all circumstances with 
no qualifications whatever,^ 

4. “A & P not only benefits by the discriminatory purchase price, but the 
supplier giving the preference must charge A & P*s retail competitor a price 
sufficiently higher than would otherwise be the case to absorb the loss or reduc- 
tion in profit incident to his sales to A & P.” GB, p. 1075. 

“The price differential between A<feP and its retail competitors was 
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As I have written elsewhere: 

“It would be a strange buaness man who was able to raise prices to 
Buyer X, but waited until he lowered them to Y. And even aside from this 
curious behavior: it would take no elaborate poll of business men to establish 
that a price reduction may come out of profits. Furthermore, there is the possi- 
bility of a very common occurrence: of a loss of revenue inducing a searching of 
heart and of wastes, and leading to lower costs. That, of course, is the way of 
competition. The theory of ^necessary recoupment’ assumes no excess capacity 
to exist, and no profits, above the bare TninimnTn needed to keep the firm in 
operation. This amounts to assuming the fictitious perfect competition — which 
is lo^cally incompatible with price discrimination anyway I”® 

Is it not clear that the Government has formulated a highly 
abstract theory which could be correct only on narrow assumptions 
rigidly adhered to (and not even then ) ; has constructed on the basis 
of that theory a drastically simplified economic model (which also 
happens to contradict itself), and has then in aU innocence applied 
the model directly to a complicated reality? Once admit that 
competition is not perfect and that most firms are usually working 
with some excess capacity and under less than optimum conditions; 
once admit what the Department of Justice seems to find it impossible 
to conceive, namely that output and cost are not fixed, and it is 
easy to see how these latter can be altered so as to benefit, though 
doubtless unequally, every party to every transaction. Given its 
aggressive selling policy, discrimination in favor of A & P has, in 
fact, probably resulted in higher output produced at lower cost and 
sold at lower prices to consumers. 

(b) T/ie Market Process. This is the more interesting and impor- 
tant aspect- In imperfect markets, such as those in which A & P 
buys, an integral part of the process of price reduction is un^stematic, 
buyer-enforced price discrimination. To forbid this kind of discrim- 
ination is simply to subvert competition. In the A & P record itself 
the emphasis on secrecy is sufficient evidence of sellers' well-justified 
fear of general reductions if the news gets out.® Looking more widely, 
the long history of many trade associations, their opposition to price 
discrimination, and their unwearying attempts to stamp it out, 

enhanc^ further because of the nec^ty that supphers increase the price to 
competitors over and above the price difierential in order to recoup losses incurred 
in sales to A & P.” Ibid., p. 1077- 

See also DF, pp. 478-479. 

6. “Effective Competition and the Antitrust Laws,” Harvard Law Reoi&w, 
S^tember 1948, p. 1331. See DF, pp. 479-482 for a demonstration that the 
^VOTunent theory assumes (1) pure competition (2) a stationary industry, 
(3) identical cost and demand conditions for all firms in it and {4) identical 
souTcee of supply for all buyers. 

6. m pp. 214, 282-m 
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should speak for itself. So should a remarkable pamphlet issued by 
the National Association of Manufacturers in its less cautious days.^ 

The Government objects to this kind of discrimination, but as 
already seen,® it blesses — indeed, it requires — precisely those 
systematic, ordered patterns of discrimination which collusive oligop- 
olies have traditionally used to keep price-cutting out in the open 
and therefore at bay. 

(c) Advertising Allowances, Concessions to A & P frequently 
were in the form of payments or allowances in return for including 
and featuring the supplier's product in A & P advertising. A portion, 
but by no means all, of these allowances was simply re-expended 
in the purchase of advertising space. This implies one or both of 
two things: (1) A & P took payment for advertising that would 
have been done anyway and which required no additional (marginal) 
expense, or else (2) it was able to buy advertising space at much 
cheaper rates than its suppliers and re-sold it to them at a profit. 
In either case the effect was to reduce the supplier’s advertising bill, 
and reduce, by a somewhat smaller amount, the net price which 
the Company paid for its goods. 

(1) In the first case, advertising which was an overhead expense 
to the Company (since A & P advertising nearly always had to 
feature some specific commodities) could also be made to serve, and 
did serve, its suppliers. Had the Company sublet parking space 
in their garages to their suppliers’ trucks, and been paid a fee therefor, 
the economic effect would have been no different from an advertising 
allowance (or, of course, a brokerage pajunent). In either case an 
existing facility would be exploited jointly by more than one party; 
all would share in the expense, and all would be better off because 
they were able to save space — advertising space or garage space. 
In short, joint advertising was a more economical way of doing 
business, and as such it made things uncomfortable for competitors. 
If the lion’s share of the economy passed to A & P, then in view of 
its aggressively competitive selling policy most of it passed on to 
consumers. 

(2) Where A & P was able to buy advertising cheap and sell it 
dear, the cost to suppliers of such advertising was less than by 
alternative methods; otherwise they would not have bought it. 
Again, both parties could benefit by reducing their combined advertis- 
ing bill and sharing the saving. 

But in either case, the seller, instead of buying more advertising, 

7. See the Harvard Law Review, loc. dt,, for a summary of the evidence. 

8. Above, p. 249. 



254 


QUARTERLY JOURNAL OF ECONOMICS 


in effect cut his net price for the sake of A & P patronage. To him, 
a cut in price and an advertising expenditure stood on the same 
footing — each was a temporary sacrifice for the sake of a future 
gain, and the choice between them depended on which promised a 
greater return for a smaller sacrifice. But from the social point of 
view, price reduction is a direct benefit of competition, whereas 
advertising expenditure is part of its cost. 

Thus the collection of ‘^excessive'’ allowances meant lower prices 
to A & P, and to the consuming public; and it encouraged or forced 
other retailers to seek and pass along the same economies. But to 
the Government, A & P was forcing its suppliers to pay for its 
advertising. It might equally well claim that by exacting lower 
prices in some other form, A & P was forcing its suppliers to meet 
its payroll or its bill for electric power. But doubtless many com- 
petitors and suppliers of A & P would agree with the Department of 
Justice that there was something “foul, strange, and unnatural'^ in 
cutting prices to increase sales. 

(d) The Leverage of Private Brands. The buying, selling, and 
manufacturing policies of A & P are all epitomized in one aspect 
which the Government itself heavily emphasizes. The Company has 
always the alternative of (a) buying branded goods, (6) putting its 
own labels on unbranded items or (c) manufacturing for itself, again 
for its own labels. The consumer who buys under its labels is no 
longer restricted to buying food plus soap operas plus the expensive 
services of a large selling force, all in one package; he has the addi- 
tional alternative of buying food alone and passing up the associated 
pleasures if he so desires. The competition from private labels has 
tended to lower the prices of branded goods and to inhibit retail 
price fixing by agreement between manufacturer and retailer.® 

In general, this seems like a very desirable state of affairs. But 
let us consider the concrete case to which the Government gives 
most attention. The profits of the Ralston-Purina Company on 
sales to A & P were very large. There were only two otW firms 
who manufactured com flakes for private label, and it is easy to 
unagine that buyers may be over a barrel when there are only three 
sellers in the market. But A & P drew Ralston’s attention to the 
fourth alternative of manufacturing for itself, and consequently 
received a cheaper price. As a result of this reduction, prices of 
advertised com flakes were also reduced.^ To me, this is a clear 

9. Federal Trade Conmiission, Report on Resale Price Maintenance (1946), 
pp. 282-286, 297, 298, 636. 

1. See Z>F, pp. ^3-277, and p. 205. 
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case of workable competition benefiting the consumer, both by 
affording him a wider choice and by operating to cut prices all 
around.^ According to the Government, it is coercion, a threat 
to boycott (sic), the exercise of monopoly power, and should be 
extirpated. 


IV. Conclusions 

In the A & P case, the Government has reached further into the 
details of business policy than in any other case with which I am 
familiar. By way of summary, let us ask: What kind of behavior 
is it trying to enforce? What theory justifies its prescriptions? 

I, Behavior 

(а) A completely rigid cost^rice position. A firm should not cut 
prices in the hope of attracting more business. An “honest retailer'’ 
would attempt to “price his merchandise in the traditional American 
way, that is, cost, plus expenses, plus a profit."® And cost is, and 
must continue to be, fixed at what it happened to be yesterday. 
One must not cut price below yesterday's cost for the sake of more 
business at a remunerative lower cost tomorrow. 

(б) Rigidity also of economic function. A retailer ought not to 
wholesale or to manufacture; for efficient operation in these fields 
would give him an advantage over his rivals which it is “unfair" to 
seek. But there is no objection to his doing an inefficient job and 
gaining no advantage. 

(c) A ban on the promotion of price competition. To spread 
lower prices throughout the market, or to obtain lower prices, or 
to induce a supplier to spend less on advertising and pass the savings 
along to the consumer^ — all these practices which disturb the placid 
existence of men staking out little areas of the market as their 
private preserves, are disapproved. 

(d) A ban on discrimination of the sort which may and usually does 
promote competition. However, systematic discrimination designed to 

2. “Thus it becomes peculiarly important to preserve an open field for the 
competition of different kinds of distributive outlet, not only because the dis- 
tributive trades need competition but because such diversities protect com- 
petition in manxjfacturing.” Corwin D. Edwards, “Can the Antitrust Laws 
Preserve Competition?” in Readings in the Social Control of Industry (Philadelphia: 
Blakiston Co., 1942), p. 21. 

Some confusion may be avoided by pointing out that Mr. Edwards has 
not been associated with the Department of Justice for the past seven years. At 
present he is chief economist for the Federal Trade Commission. 

3. Cited above, p. 242. 

4. I.e., when a supposed advertising allowance is rea% a disguised price 
reduction. 
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suppress more eflScient distributive methods and the more active 
price competition which they set off — this kind of discrimination 
is not only approved but required. 

This cost-plus philosophy is not exactly novel. It is the usual 
program of collusive understandings to mitigate the rigors of com- 
petition, and it flourished like the green bay tree under the NBA. 
Now it emanates from the Department of Justice. The Devil finds 
refuge in the most unexpected places! 

2. Theory 

All this is in the name of fighting a nebulous bogey caUed 
‘‘buying power.” The gi’eatest strength of the Government’s eco- 
nomic theory is its unbelievable vagueness. When the weary investi- 
gator finally untangles the doctrine, its fallacies are trite and obvious. 
That it flouts the canons of academic economists is less important 
than that it is offensive to common sense. I doubt whether many 
ordinary citizens can swallow the notion of chain stores as monopolies 
against the public interest. There is a real danger that such legal 
actions will discredit the wider interpretation of the antitrust laws 
and invite crippling amendments. 

Why has the Department of Justice done so badly? In a sense, 
the answer is obvious: they have confused the maintenance of 
competition with the protection of particular competitors. But the 
two are usually (though not always) antithetical: no strong compet- 
itor, however pure and upright his methods (no claims are made for 
A & P), however beneficent his achievements, could avoid affecting 
adversely other competitors and even putting some of them out of 
business. It is therefore no criticism of competition that these 
things have happened. In general, it may be said that most or all 
of the economic fallacies in this case are of a kind which should be 
quickly obvious to any trained and competent economist. Intelli- 
gence alone is not sufficient for straight thinking on economic issues 
— there is needed also an apparatus of economic concepts and prin- 
ciples, in other words, a theory. The very little that economic theory 
can say about the real world as yet may, as this one case proves, 
be very important, and be neglected at one’s peril. Doubtless the 
economic profession would be more respectable if it could make 
more positive contributions, and supply more ready yardsticks of 
workable competition. But there is, in addition to a “supply” 
problem, a ‘^merchandising” problem. It is difficult to sell yard- 
sticks to people who are trying to buy clubs. 

The state of mind of a government enforcement bureau is under- 
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standable. A feeling of weakness and of tiny size in relation to huge 
tasks, and a realization of how few cases can be tried, puts a premium 
on swinging at any target which seems likely to go down, preferably 
with a loud noise which may impress congressional committees. 
If this article’s thesis is correct, the remedy lies not in smaller but in 
larger appropriations; but money is clearly not enough. To enlarge 
and strengthen the antitrust agencies and expect them to become 
more reasonable because more effective — and vice versa — does not 
seem too forlorn a hope; but we must exact as a price a program 
which makes consistent sense.® At present, if this case is indicative, 
the Antitrust Division is not attacking objectionable or excessive 
market control, and it is not seeking workable competition. It not 
only lacks standards for both; its actions appear not even to recognize 
that either phenomenon exists. 

The economist is as much to blame in this situation as is anyone 
else. The A & P case is at once too simple and much too sophisti- 
cated’. I should like to, but cannot, disagree with two professors of 
law who considered that only the intellectual climate generated these 
past fifteen years by economists could have permitted others to see 
illegal monopoly in such cases. We let loose the notion, perfectly 
correct in itself, that every market contains some elements of con- 
trol. Under a simple — very simple — construction of the Sherman 
Act, therefore, it becomes possible to view every market as tinged 
with illegal monopoly. The other side of the shield is evidently that 
elements of monopoly are no bar to effective and socially desirable 
competition — they may even be inextricably bound up with it. It 
behooves economists to get on with the job of making more explicit 
the standards of public policy in this borderline area. 

M. A. Adelman. 

Massachusetts Institute op Technology 

5. Milton Katz urged this consideration very strongly upon me before I 
started intensive work on the case. I now remember with no little chagrin that 
J was not greatly impressed. 
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The task of estimating the effects of governmental expenditures 
on national income in a tri-fiscal system such as that of the United 
States — "with its federal, state and local fiscal authorities — is com- 
plicated by the great dependence of state and local expenditures on 
the national income. Such dependence is probably not a direct one 
but operates through changes in tax revenues. State and local tax 
revenues as a whole have a significant income-elasticity. As for 
state and local expenditures, they are influenced by tax revenues 
which in turn are controlled by national income which is affected 
by all governmental expenditures — federal, state and local. The 
behavior of state and local tax revenues in relation to national 
income can probably be used, therefore, to estimate the marginal 
propensities of state and local governments to spend. These marginal 
propensities may then be employed in income-estimation work along 
with the usual array of marginal propensities, such as those concerned 
with consumption, investment, foreign trade, etc. 

The marginal propensities of state and local governments to 
spend may be assumed to be positive — induced state and local 
expenditures to rise as national income rises and to fall as national 
income falls. The marginal propensity of the federal government to 
spend may, how^ever, be assumed to be negative — induced federal 
expenditures to fall as national income rises and to rise as income 
falls. The sum of the state and local marginal propensities to spend 
may more than offset the federal marginal propensity to spend. 

This emphasizes the necessity of breaking down the govern- 
mental element in the multiplier formula into federal, state and 
local components. The federal government may reduce its rate of 
spending as income rises, but state and local governments may behave 
in precisely the opposite way. It is well known that state and local 
governments may nullify counter-inflationary or counter-deflationary 
fiscal efforts of the federal government. It is also important to take 
accoxmt of state and local rei)ercussions in order to economize the 
federal expenditures and deficit required to achieve a given increase 
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in income when a counter-deflationary policy is being pursued. The 
induced increase in state and local expenditures makes it possible 
to achieve a desired increase in income with smaller federal expendi- 
tures than would otherwise be possible. Similarly, a counter- 
inflationary policy can achieve a desired reduction in national income 
through a smaller reduction in federal expenditures and deficit (or a 
smaller increase in surplus) than would otherwise be necessary. The 
induced reduction in state and local expenditures reinforces the 
counter-inflationary effects of the reduction in federal expenditures. 

The multiplier analysis developed here is designed to provide 
an analytical framework which permits explicit formulation of these 
effects and their quantitative measurement. There are assumed to 
be three fiscal authorities, A, B and C, each of which has the power 
to tax, spend and borrow. They are all members of the same national 
unit just as the federal, state and local fiscs are part of the govern- 
mental system of the United States. 

Definitions 

The following symbols and terms are used in the analysis. 
Certain elementary assumptions directly implied in the definitions 
are included in this section (equations (13) — (19) ). 

Let Y = change in money national income 

Ra = change in A's tax revenues 

Rif = change in B^s tax revenues 

Rc = change in C's tax revenues 

R = change in total tax revenues, i.e. 

(1) R = Ra 'i- Rif -h Rf. 

Ea = change in A's autonomous or income-inelastic expendi- 
tures, i.e. those not influenced by national income 
changes (e.g. national defense expenditures or inter- 
est charges). 

Ej^ = change in B's autonomous or income-inelastic expendi- 
tures 

Ee = change in C^s autonomous or income-inelastic expendi- 
tures 

Na = change in A’s income-induced or income-elastic expendi- 
tures, i.e, those influenced by national income 
changes (e.g. relief payments or operating costs) 

Nif == change in B’s income-induced or income-elastic 
expenditures 
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Nc = change in C’s income-induced or income-elastic 
expenditures 

Xa = change in A^s total expenditures, i.e. 

( 2 ) Xa^Ea + Na 

Xt = change in B’s total expenditures, i.e. 

(3) + Ni 

Xc = change in C’s total expenditures, i.e. 

( 4 ) ^ X,^E, + N, 

E = change in total autonomous or income-inelastic 

governmental expenditures, i.e. 

( 5 ) E ^ Ea + Efi + Ec 

N = change in total income-induced or income-elastic 
governmental expenditures, i.e. 

( 6 ) N=^Na + N^ + N, 

X = change in total governmental expenditures, i.e. 

(7) X = Xa + X^ "h Xc &ud 

(8) X^E + N 

Da = change in A's budget deficit, i.e. 

( 9 ) Da -=Xa- Ra 

Djj = change in B’s budget deficit, i.e. 

(10) JDft = Xj — 

Dc = change in C's budget deficit, i.e. 

( 11 ) B, 

D = change in total budget deficits, i.e. 

( 12 ) _ D^Da + D, + D, 

C = change in income-induced aggregate consumption in 
money terms 

a = the marginal propensity to consume for the economy 
as a whole, i,e. 

(13) (7 = a 7 

Disposable income might be used instead of national 
income in this case. We would then have C = 
jS (Y—R) where 7 — fZ is disposable income and jS 
is the marginal propensity to consume out of disr- 
posable income. Since tax revenues are assumed 
to be linear functions of national income, we can 
assume in (14), (15, and (16), as we do in (13), that 
consumption is also a linear function of national 
income. 
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7a 


(14) 


76 


(15) 


7c 


(16) 


Xa 


(17) 


X6 


(18) 


Xc 


(19) 


= A's marginal tax productivity of national income 
(in multiplier language, the marginal ‘'propensity” 
to pay taxes to A) 

= the fraction of any change in national income which 
A receives in tax revenues, i.e. 

Ra-yaY 

= B^s marginal tax productivity of national income (in 
multiplier language, the marginal “propensity” to 
pay taxes to B) 

= the fraction of any change in national income which 
B receives in tax revenues, i.e. 

5)6 = 76 F 

= C^s marginal tax productivity of national income (in 
multiplier language, the marginal “propensity” to 
pay taxes to C) 

= the fraction of any change in national income which 
C receives in tax revenues, i.e. 

i2c = 7 cF 

= A^s marginal propensity to spend 

= the fraction of any change m national income which 
A spends, i.e. 

= B^s marginal propensity to spend 

= the fraction of any change in national income which 
B spends, i.e. 

Ni^\Y 

= C’s marginal propensity to spend 

= the fraction of any change in national income which 
C spends, i.e. 

Nc^\Y 


Assumptions 

Assumpiim I, A may unbalance its budget with impunity, i.e. 
(20) Da = Z,-J2a>0 or 

It will be recalled that (14) makes Ra ^ function of F. The present 
assumption means that X^is independent olRa and may be varied 
at will. 

ABmmption II, B and C do not exercise their power to borrow 
but always balance their budgets and always spend any money they 
receive, i.e. 
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(21) — Xj, ~ Rb — 0 or Xj) — Rt 

(22) D^ = Xc-Rc = 0 or X. = 

Since (15) and (16) make Rb and R^ functions of Y, the present 
assumption means that Xb and X^ will equal Rb and R^ respectivdy 
and vary with Y in the same way as do Rb and R^. 

From equations (2), (14), (17), and (20) and puttiag Ea = 0, 

(23) yaY^KY or 

From equations (3), (15), (18), and (21) and putting = 0, 

(24) 76 F = Xj y or 76 “ 

From equations (4), (16), (19), and (22) and putting = 0, 

(25) 7c F = \ F or 7c - X, 

It should be emphasized that assumption II is not required for 
the derivation of a ‘‘Multiplier in a Tri-Fiscal Economy.'' This 
assumption is made with a view to deriving the state and local 
marginal propensities to spend from the behavior of tax revenues. If 
this assumption is xmrealistic it may be dropped and the marginal 
propensities to spend may be derived in some other way, perhaps 
directly. 

AssujnpHon III. A closed economy is assumed, and changes 
in private investment are assumed to be nil in the initial formulation. 
Changes in investment and exports are taken into account in equa- 
tion (34). 

Assumption IV. There are no independent or autonomous or 
exogenous changes in tax revenues. Any changes in tax revenues 
which take place are a result of the operation of the multiplier, i.e. 
are dependent on income changes induced by governmental expendi- 
tures. 

It should be noted that 7 a, 76, and take account of any and 
all tax revenues of A, B, and C respectively, which are variable with 
national income. The simple relationships of (14), (15), and (16), 
i.e. jRo = 7 a F, = 76 F, and = 7c F, are assumed to describe 
adequately the dependence of the tax revenues on the national 
income. This points up the necessity of being certain that a is “pure" 
(net of all taxes, even sales and excise taxes whose revenues vary 
with national income). This is implicit in the multiplier analysis 
but must be emphasized here to avoid double counting, i.e. overlap- 
ping between a on the one hand and 7 a, 76 , and y^ on the other. 

Assumption V. There are no fiscal arrangements (e.g. shared 
taxes, grants-in-aid, tax credits, etc.) among A, B, and C There is 
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some degree of fiscal interdependence, however, in that the tax 
revenues of each depend on the national income (under (14), (15), 
and (16) ) which in turn is affected by the expenditures of all imder 
the usual multiplier relationship (28). The introduction of formal 
fiscal arrangements alters the analysis in some respects and accent- 
uates the desirability of taking account of state and local repercus- 
sions in income estimation. 

Assumption VL Exogenous or autonomous changes in state 
and local expenditures are assumed to be absent, i.e. 

(26) ^6 = 0 or X6 = iV'6 

(27) E, = 0 or = 

This assumption can be removed easily, as in model IIIc and 
equation (33), but it is made here to facilitate emphasis on the 
multiplier effects of spending by the federal government and sub- 
sequent effects on state and local revenues and expenditures. 

Assumption VII. The respective marginal propensities are 
assumed to be constant and uniform for any level of expenditures. 
Modifications of this assumption may be made without serious impact 
on the theoretical argument. Such modifications may, however, 
alter considerably the application in specific cases, especially if serious 
curvilinearity prevails and linear approximations therefore involve 
substantial error. 

Assumption VIII. The ultimate multiplier effects are con- 
sidered here without regard to any specified calendar period. Appli- 
cation of the results to a given calendar period would require modifi- 
cation to allow for relevant time lags. 

Multipliers 

Various econometric models can be set up to derive multipliers 
showing the relation between autonomous changes in expenditures 
and resulting changes in national income with or without allowance 
for state-local repercussions or other induced changes. In order to 
save space the equations comprising the models will be referred to 
by mnnber wherever possible instead of being reproduced. 

Model la. Under assumption III, changes in national income 
consist of changes in consumption expenditures and governmental 
expenditures. Neglecting any autonomous changes in consumption, 
we have 

Y^C + X 

C=^aY i.e. 

Y=aY+X 


Under (13), 
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Hence, 

(28) Y = ^ 

1 — a 

This is the usual multiplier fonnula whereby no separation is 
explicitly made of autonomous and induced governmental expendi- 
tures. In other words, it is implicitly assumed that all governmental 
expenditures are autonomous. 

Model 76. If we do explicitly confine ourselves to autonomous 
governmental expenditures and assume that there are no changes 
in state and local expenditures, we have 

X = Ea i.e. 

Y=^C + Ea 

=-ar+Ea 

Hence, 

(29) y = 

1 — a 


Model II. If, hofwever, we allow for income-mduced as wdl as 
autonomous federal expenditures, we have 

y-c + x, 

= C + E„ + N,, 

Under (13) and (17), we have 

y = «y + Xa + x,y 

Hence, 


(30) 


y = 


E. 


1 — a — \a 


Modei III a. Where income-induced changes in state and local 
e^enditures are also permitted, we have 

y = u + ATj-i-iv.. 

By (13), (17), (18), and (19), this pves us 

Y^aY-\-Ea+KY+\Y+ \Y, 

Hence, 


(31) 



1 “ ot — - Xfl — Xj — X^ 


Model III b. Under assumption II changes in expenditures of 
state and local governments equal changes in tax revenues of those 
govranments, such that equations (24) and (25) prevail, i.e. 

75 = Xj, and 7 e = 
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Under assumption I, no such equality holds in the ease of federal 
expenditures (except by accident). Hence (31) becomes 


(32) 


Y = 


Eg 

1 — a — Xo — 76 — 7e 


Model III c. Removing assumption VI, all autonomous govern- 
mental expenditures — federal, state and local — may be taken into 
account, giving us E instead of Eg, i.e. 

F = C + X. 

From (8), 


Y ^C + E + N. 


From (6), 

Y = C-\-E-\-Ng + Nt + N^ 
From (13), (17), (18), and (19), 

F = aF -f S + X„F -h XfcF + X„F 


Hence, 

(33) 


F = 


B 

1 — a— Xa — Xj — Xj 


Model IV. As a digression, we may temporarily suspend 
assumptions III, IV, and VI to obtain a more general multiplier 
formula. 

Let U — value of autonomous changes in all expenditures 
(both public and private, for domestic and export use) after allow- 
ance for any autonomous changes in tax revenues and imports in so 
far as these affect the magnitudes of the components of national 
income. 

I = change in income-induced private investment expenditures 
ij = marginal propensity to invest, i.e. proportion of mcreased 
investment to increased income, i.e. / = i?F 

F = change m moome-induced expenditure on goods for export. 
A change m income may induce such change in e:!q>ort expenditures 
dhectly (in some way) or indirectly by stimulating imports, thus 
mcreasing the ability of foreign countrie to buy our exports. This 
is admittedly a shorthand way of dealing with a complicated subject 
like the fore^ trade multiplier. The value of F may, of course, be 
zero. The opening up of the economy in this way makes it necessary 
for us to redefine C, I, and X so as to cover domestic expenditures 
on domestically produced goods only. If they covered domestic 
expenditures on all goods, F would have to be redefined as e^orts 
minus imports. 
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It = marginal propensity to spend on exports, i.e. proportion 
of increased exports to increased income, i.e. F = ftY . 

It diould be remembered that all autonomous changes in sports 
and imports which may affect national income are considered in U. 
Income-induced changes in imports are not considered because they 
are “leakages”: any changes in such imports can affect national 
income only if they affect one of the propensities to spend. 

H = value of all income-induced changes in expenditures (both 
public and private, for domestic and export use), i.e. 

H = C + N + I + F 

Then Y=U + H 

= U+C + N+I + F 
= U+C + Na + Ni + N, + I+F 
= U+aY+ \aY+ \iY+ \Y + r,Y+tiY 

Hence, a more general multiplier formula is 
(34) Y = 

1 — ^ — — X 5 — Xg — 97 — At 

Income-induced changes in private investment and in exports 
have been provided for in the usual way in the denominator of 
formula (34). In order to avoid obscuring the main point being made, 
such induced changes are not considered hereafter. The multi- 
plicity of state and local governments in the United States might 
also be taken readily into account. We would then have a “multi- 
plier in a multi-fiscal economy.” 

The temptation to simplify these formulae by substituting X 
for Xo + Xj + Xc should be resisted because that would obscure the 
part played by state-local repercussions in the multiplier process. 

Interpretations 

We can see that equations (31)-(34) have some advantages in the 
theoiy of fiscal policy and in practical income-estimation work. For 
convenience, let us refer to A, B, and C as the federal, state and 
local governments, respectively. K we use the formula 

(28) Y = — 

1 — CK 

we assume that the total of all governmental expenditures is given. 
This would be a reasonable and workable approach if expenditures 
of an governmental units were independent of national iTip. f)Tn e . If, 
however, it is assumed, as is done above, that expenditures of state 
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and local goTenunaats are determined by tax revenues which are 
dependent on national income, then the traditional multiplier formula 
becomes unworkable. We cannot tell what figures to use for total 
governmental expenditures in the multiplier formula since a major 
component — state and local expacditur^ — is to be determined 
by the multiplier process itsdf . To make an estimate of total govern- 
mental expenditures for use in the usual formula, we would have to 
guess at the ultimate changes in national income and at the relation- 
ship between state and local expenditures and the national income. 
If we could guess the ultimate change in national income we would not 
need the multiplier formula at all. The proposed multiplier equation 
(31) confines itself to the assumedly predetermined element m total 
governmental expenditures, i.e. autonomous federal expenditures: 


(31) 


F = 


^5 

1 0! — Xj ^ X„ 


This formula does require estimates of the relationship between state 
and local expenditures and the national income, i.e. X^ and It 
does not require, however, any guess at the ultimate level of national 
income which is implicitly involved in the use of (28). 

To appreciate more fully the distinction between ^he two tsqws 
of formulae, let us suppose that the magnitude of a ebntemplated 
change in federal expenditures, is known. No independent change 
in state and local expenditures, Ei, and E^, is planned, but some change 
in state and local expenditures will result from the increased revenues 

X 

associated with the higher national income. The formula, — — , 

1 a 


is inadequate because it leaves out the increases in income resulting 
from the state and local e!q)enditures. We must somehow take ac- 
coimt of induced changes in state and local expenditures. The easiest 
device would seem to be to add in the state and local e:q>enditures, 
thus 


(28) 


r = 


1 - a 



This cannot be done because we do not know in advance what the 
state and local expenditures will be since they are dependent partly 
on the result to be obtained, the change in natiorud income, Y. In- 
stead of following this clumsy and inaccurate procedure, we confine 
ourselves to the independent change in feder^ expenditures, Ea, but 
alter the formula wi& respect to the use of the mai^nal propensity 
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to consume, a. We add to a the fraction of increase in national 
income whi^ the state and local governments spend, Xj and The 
finm of these three, a + Xj + \,, is used in place of the marginal 
propensity to consume, a, alone. Allowance is also made for any 
income-induced change in federal expenditures. 

In the case of A, equation (20) implies virtually tmlimited fiscal 
independence. Hence it may be assumed that the federal govern- 
ment might adopt a policy which automatically relates expenditures 
to fluctuations in the national income regardless of tax revenues. 
Tlius the value of Xo may be derived from an examination of federal 
fiscal policy- For instance, the federal government may be foUowing 
a policy of automatically cutting its expenditures by an amount 
equal to 10 per cent of any increase in national income. The value 
of Xa would then be — .10. In the case of state and local governments, 
however, it is reasonable to assume that expenditures are closely tied 
to tax revenues. In order to estimate X^ and X,, it is necessary, 
therefore, to examine first of all the budget policies of these govern- 
mental units. If, by and large, they follow a policy of balancing 
their budgets, as in equations (21) and (22), we may look to tax 
revenues for aid in estimating X» and Assuming that fluctuations 
in such revenues depend on national income, as in (15) and (16), we 
find that we may estimate and ye order to obtain X^ and 

Modifications either in the assumptions concerning budgetary 
policy or in the behavior of state and local tax revenues in relation to 
income would upset the equalities yj = Xj and y* = X*, and would 
necessitate either seeking a direct estimate of X^ and or determining 
some ether relationship between the X’s and the y’s. 

It; is clear from formulae (31), (33), and (34) that if the X’s are 
positive they reinforce the operation of the ordinary multiplier, i.e. 
increase the size of the multiplier. The change in federal expenditures 
and deficit (or surplus) required to achieve a given change in income 
is reduced. If the X’s have different signs they work at cross-purposes, 
and the outcome will depend on the magnitude of the individual X’s. 

Apmjcations 

It is interesting to apply the above formulae to a consideration 
of the error that is involved in failing to take account of state and 
local repercussions. If we neglect state and local repercussions. 



( 30 ) 


1 — a — Xo 
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Therefore, 

(35) Ea^Y{l-a-\a) 

This gives us the change in federal expenditures required to 
achieve any specified change in income when state and local reper- 
cussions are ignored. Since 

(9) Da Ra 

— Ea + Na -- Ra 

(36) Da = Ea+ KY - yaY 
Substituting the value of Ea given in (35), 

(37) Da = F (1 - c. - ra) 

This gives us the federal deficit required to achieve any specified 
increase in income.^ State and local repercussions are not taken into 
account. 

Now if state and local repercussions are considered, 



Therefore, 


(38) Da - r (1 - a - Xa - - X,) 

This gives us the federal expenditures required to achieve any spec- 
ified increase in income when state and local repercussions are con- 
sidered. From (36) and (38), 

(39) Da = 7 (1 - a - ra ~ Xfe - Xc) 

This gives us the federal deficit required to achieve any specified 
increase in income when state and local repercussions are considered. 
Comparing (35) with (38), we see that failure to take account of the 
state and local repercussions will exaggerate the needed federal 
expenditures to attain a given national income by 

7 (1 - a - Xa) - 7 (1 - a - Xa - X 5 - X,) 

= 7(X,+ X,) 

i.e. by the amount of the change in state and local expenditures which 
results from the change in national income. 

Comparing (37) with (39), we see that the same error is made if the 

1. This type of formula is developed more fully in the section on “Expan- 
sive Effects of a Balanced Budget” in the writer's article on “The Impact of 
Fiscal Policy on National Income,” Canadian Journal of Economics and PolUiccd 
Science, August 1942. Cf. Paul A. Samuelson, “Simple Mathematics of Income 
Determination,” in Income, Employment and Public Policy: Esiays in Honor of 
Alvin H, Hansen (New York, 1948). 
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cliaD^e in federal deficit is estimated "without regard to state and local 
repercussions. 

Examples 

It is assumed that a — .5, To = -Ij \« = ~ -2 
•ys = Xi = .1, yc — \ — *2 

Example I. Staler-local reinforcemml of federd counter-dnfeir 
Uonary policy. Suppose that a reduction of $10 billion is desired in 
money national income, i.e. F = — 10. 

In the absence of state-local repercusaons 
(35) Ea= Y (1 - OL- -Ka) 

= - 10 (1 - .5 + .2) 

= _ 7 

(37) = F (1 - a - 7a) 

= - 10 (1 - .5 - .1) 

= - 4 

Introducing state-local repercussions 

(38) Ea=Y(l-a-\-\i-\) 

= - 10 (1 - .5 + .2 - .1 - .2) 

= - 4 

(39) Da = F (1 - a - 7a - Xi - \) 

= - 10 (1 - .5 - .1 - .1 - .2) 

= - 1 

The state-local reinforcement of federal policy makes it possible 
to achieve a reduction of $10 billion in national income through a 
reduction of $4 billion instead of a reduction of $7 billion in federal 
expenditures. A reduction of $7 billion in federal expenditures would 
bring about an excessive decline in national income. The reduction 
in deficit is only $1 billion instead of $4 billion. 

Example II. State-local reinforcement of federal counier-deflor- 
tionary policy. Suppose tiiat an increase of $10 billion is desired in 
money national income, i.e. F = 10. 

The same analysis holds as in Example I. In the absence of 
state-local repercussions, 

Ea = 7 
Da = 4 

Introducii^ state-local repercussions, 

Ea = 4 

Da = 1 

The state-local rmforcement of federal policy Tnalrag it possible 
to achieve an increase of $10 billion in national income through an 
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increase of $4 billion instead of an increase of $7 billion in federal 
expenditures. Likewise, the deficit is increased by only $1 billion 
instead of being increased by $4 billion. 

Example III. State-local offsetting of federal counter-inflationary 
policy. Suppose that autonomous- public and private expenditures 
(not induced by income changes) are estimated to rise $10 billion. 
The federal government is following a drastic policy of automatically 
reducing its spending as national income rises, e.g. X® has the high 
negative value assumed above, i.e. — .2. 

In the absence of counter-inflationary federal policy and state- 
local repercussions, the money income would rise: 

y = 10 .-J— 

1 — a 



= 20 

The federal policy would succeed in keeping this down to 

1 


r = 10 . 
= 10 • 


1 — a — Xa 
1 


1 - .5 + .2 

= 14.3 

The induced increase in state-local expenditures, however, more 
than offsets this and permits money income to rise: 

1 


7 = 10 

= 10 - 
= 25 


1 — a — Xo — Xj — Xe 

1 

1 - .5 4- .2 - .1 - .2 


Thus an even more drastic federal policy seems indicated, in 
view of the state-local repercussions, if the autonomous increase in 
espendituies is to be counteracted effectively. The state and local 
govemm^ts have reinforced the effects of the autonomous increase 
in expenditures. 

Example IV. Stale-local offsetting of federal cemnler-deflaMonary 
policy. Suppose that autonomous public and private expenditures 
(not induced by income chan^) are estimated to fall $10 billion and 
the federal government is following a drastic policy of automatically 
increasing its spending as national income falls, e.g. X,, has the high 
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negative value previously assumed, i.e. — .2. The algebraic analysis 
of Example III holds. 

In the absence of counter-deflationary federal policy and state- 
local repercussions, the money income would fall $20 billion. The 
federal policy would make the reduction only $14.3 billion but the 
state-local governments are induced to cut their expenditures, too, 
with the result that income falls $25 billion. ’ Again a more drastic 
federal policy is needed since the state and local governments have 
reinforced the effects of the autonomous decrease in expenditures. 

One way of stating the results of these examples is to say that 
income-induced changes in state and local expenditures reinforce 
avtemomou^ changes in federal expenditures (and all other autonomous 
changes in expenditures) but offset mcoine4ndvced changes in federal 
e:q)enditures where the latter are inversely related to income. 

The above analysis has been confined to irixiome-^nduced changes 
in state and local expenditures. Avlmomous changes in state and 
local expenditures may, of course, reinforce or offset the effects of 
either autonomous or induced federal expenditures. The relatively 
limited fiscal powers of state and local governments suggest that 
changes in their expenditures are closely related to changes in national 
income and are, therefore, mainly income-induced rather than 
autonomous. 

Conclusions 

Thus the federal and state-local governments may have mutually 
reinforcing or mutually offsetting effects on national income. An 
autonomous increase in federal expenditures may be reinforced by an 
income-induced increase in expenditures by state and local govern- 
ments. An autonomous reduction in federal expenditures may be 
reinforced by an income-induced reduction in state and local expend- 
itures. On the other hand, federal expenditures which are not 
autonomous (i.e. not independent of income changes) but which rise 
as national income falls may be offset by income-induced reductions 
in state and local expenditures. Federal expenditures which fall as 
national income rises may be offset by income-induced increases in 
state and local expenditures. These (Averse relationships emphasize 
the importance of an adequate formulation of the multiplier relation- 
ship. Failure to recognize either of these opposing effects or failure 
to distinguish one type of effect from the other may lead to serious 
errors in income estimation and to either excessive or inadequate 
federal expenditiires and deficit (or surplus) for any desired change 

in national income. -n- ^ « 

Harold M. Sojvcers. 

XjNIVEBSITr OP Buppalo 



THE ECONOMIC REPORTS OF THE PRESIDENT 
AND THE PROBLEM OF INFLATION 

The first Economic Report of the President, called for by the 
Employment Act of 1946, appeared in January 1947, and the fifth 
and most recent Report appeared in January 1949. These Reports 
have received unusually widespread public attention. The reprint- 
ing in a popular priced trade edition of the first three, and more 
recently of the five Reports^ has made the full texts readily avail- 
able and has contributed to a careful study of them in college class^" 
rooms and by economists, bankers, business men and just plain 
citizens. It is true, as the Council of Economic Advisers points out 
in its Introduction to the reprint of the first three Reports, that ''the 
ultimate judgments entering into the Economic Report to the Con- 
gress rest with the President,'^ but the general public as well as 
economists believe that most of the technical analysis represents the 
professional opinion of the Council. It is therefore especially incum- 
bent on economists to subject the Reports to a more searching 
criticism with respect to their economic analysis than would be 
warranted in the case of the ordinary public document originating 
in Congress or in the Executive Branch. 

The Reports on two major points have taken a position with 
which most American economists would agree: the need to curb 
inflation, and (in the first three Reports) the desirability of not 
reducing taxes until a substantial surplus is assured and the infla- 
tionary situation is under control.^ After tax reduction was enacted 
over the President’s veto early in 1948, the two subsequent Reports 
continued to stress the importance of a budgetary surplus and to 
urge a selective tax increase.® 

The fact that on the question of tax reduction professional 
economic opinion was opposed to the consensus in Congress and in 

1. The Economic Reports of the President. Introduction by the Council of 
Economic Advisers. Harcourt, Brace and Co., 1949. All citations are to the 
1949 repmt. In this reprint a new pagination is used after the 1949 Report, and 
hence citations to the 1949 Report are marked I, and citations to earlier Reports 
are marked II. 

The individual reports were also published as House Documents and as 
separate Government Documents. 

2. January, 1947, II, p. 34; July, 1947, H, pp. 61, 67, 86, 99; January, 1948, 
II, pp. 122, 163. 

3. July, 1947, II, p. 257; January, 1949, I, p. xxiv. 
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business and financial circles, quite understandably would make 
many economists feel that the earlier Reports had analyzed cor- 
rectly not only the seriousness of the inflationary danger in the 
period covered but also the nature of the forces back of price move- 
ments. But more critical reading of the Reports fails to support 
the favorable first impression. Not only do they, in particular the 
earlier ones, have many statements about the price situation that in 
effect run contrary to their expressed fears about inflation and the 
inflationary dangers in tax reduction, but some of the economic 
analysis of the price situation is open to serious question. 

A comparison of the Report of January 1947 with that of a 
year later reveals much less concern over inflation in 1947 than in 
1948. In fact, the first Report when considered as a whole, despite 
some general statements about the dangers of inflation and the evils 
of high prices, gives the impression that production and employment 
were in a precarious situation, maintained only by the temporary 
forces of domestic and international investment. In the face of an 
increase in 1946 of nearly twenty per cent in the cost of living, and 
of over thirty per cent in food prices and in wholesale prices, the 
whole trend of the discussion is on the necessity of maintaining a 
high level of monetary expenditure. This is illustrated by the 
analysis in Part V, “Favorable and Unfavorable Factors in 1947,’’^ 
where the forces that might hold up prices or send them still higher 
are classed as “favorable,^’ and those that might keep prices from 
going higher or might lower them are classed as “unfavorable.'' 
“To maintain maximum production and employment in 1947 it is 
desirable that business investment be at an annual rate of at least 
equal to the annual rate prevailing in the last quarter of 1946."^ 
Exports in 1946 “played an important role in the maintenance of 
domestic production, employment, and purchasing power and may 
be expected to do so this year.”® The availability of “abundant 
aggregate funds including ample bank credit” is a “clear element of 
strength” in business demand.^ 

That economists at the end of 1946 should have misjudged the 
nature of the price developments in the next two years is understand- 
able. Few if any economists have a perfect record of prediction. 
But an examination of the analysis in both the 1947 and 1948 Reports 
suggests that the misjudging of the situation was not simply the mis- 
placed emphasis or the bad timing that can upset the predictions of 

4. pp. 21-28. 

5. n, p. 24. 

6. n, p. 44, 

7. II, p. 27. 
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even the ablest of economic analysts, but was inherent in the faJla- 
cious conception in the Reports of the nature of inflationary and 
deflationary forces in the modern economy. In the January 1948 
Report the inflationary danger is given more prominence, * and the 
Midyear Report of 1948 states that “we are in the very midst of 
gathering inflationary forces.” ^'The favorable factors” of the 1947 
Report — consumer demand, business demand, exports, and an easy 
credit situation — have eighteen months later become part of the 
“interacting processes making for continued inflation.”® However, 
insofar as the 1948 Reports represent a more realistic appraisal of 
the price situation, the realism results largely from being faced by 
the facts of a continuing upward movement of prices rather than 
from a re-examination of the analysis of the previous year.^ 

In brief, the Reports of 1947 and 1948 suffer from four analyt- 
ical errors; 

1. The assignment of a very minor role to, and in places the 
almost complete ignoring of, the increase of the money 
supply as a factor in the inflationary picture, and the 
repeated implications that rising prices are due in large 
part to the unreasonable action of business men and of 
labor leaders. 

2. An assumption that the volume of production and employ- 
ment has an almost 100 per cent correlation with money 
pa 3 anents, even in a period of practically full employment. 

3. The failure to recognize that, in a period of practically 
full employment, capital formation and foreign investment 
must of necessity reduce the product available for con- 
sumption. 

4. An unwarranted alarm over the recent decline in the pur- 
chasing power of per capita disposable income, as a result 
of the failure to recognize that a basic reason for the decline 
in real disposable income has been the impact of domestic 
and foreign investment demand, and of an increasing pro- 
pensity to consume, on the price structure. 

Neglect of Monetary Causes of Inflation 

The shortcomings of the Reports on this point are ones of 
emphasis rather than of complete ne^ect, for even in the early ones 

8. II, pp. 157-160. 

9. n, p. 255. 

1. In the 1949 Report, following the small drop in a number of price indices 
in the closing months of 1948, there is a shift in emphasis to the monetary basis 
of inflation, with the result that the economic analysis in this Report is free from 
some of the defects in the earlier ones. 
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there are references to monetary and credit conditions.^ Not until 
the January 1948 Report, however, is the monetary situation dis- 
cussed as an important factor related to inflation,® but neither in 
that discussion nor anywhere else previous to the January 1949 
Report is there any reference to the great expansion in the monetary 
supply since 1939. The 1949 Report says that money and credit 
^'increased enormouslj^ during the war,^^^ but up to that time nothing 
in the text of the Reports would give the reader any inkling of the 
fact that currency in circulation in 1947 was over four and a quarter 
times what it was eight ^’’ears before, or that demand deposits adjusted 
and currency combines were three and a half times what they were 
eight years before. 

The reader of the Reports gets the impression that the heart 
of the problem of inflation is in the attitude of business men and 
labor leaders. These men are repeatedly exhorted to be reasonable. 
The first Report lectures business and labor on the virtues of moder- 
ation.® The second Report points out that the President, after the 
abandonment of price control, had ^‘urged businessmen to resist 
inflationary pressures or temptation and to make voluntary price 
reductions wherever possible;’^ and gives similar advice to labor 
about wage increases.® The January 1948 Report reiterates the 
theme, urging businessmen to ‘‘hold the line against price increases 
and reduce prices wherever they can,’’ and preaching that “labor 
should be moderate in its wage demands, mindful of recent experience 
which demonstrates the impossibility of registering real gains in an 
inflationary spiral.”^ In the 1948 Midyear Report, with what 
seems like unintended irony in view of the alarm shown in that Report 
over inflation, we are told that “many leaders in both industry and 
labor can be applauded for the conscious restraint they have exhibited 
in their pricing policies and wage demands.”® 

Relations of Monetary Payments to Physical Production 
and EmploymeM 

On this point passages can be found to support almost any viewr, 
but the dominant theme, particularly in the earlier Reports, is that 

2. January, 1947, 11, p. 10. 

3. n, pp. 164-66. Bi the January 1947 Report, “ample bank credit” had 
been mentioned under the heading of “favorable factors in business demand,” 
II, p. 27. 

4. I, p, 3dx. 

5. n, pp. 31, 32. 

6. II, pp. 89, 96. 

7. n, p. 168. 

8. n, p. 255. 
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physical production and emplo 3 nnent move up and down in almost 
exact relation to money payments. In the first 1947 Report appears 
the categorical statement: “The volume of employment and pro- 
duction in any given period depends upon the volume of expendi- 
tures.^’® Foreign sales in 1946 “played an important role in the 
maintenance of domestic production, emplo 3 unent, and purchasing 
power and may be expected to do so this year.”^ 

The Midyear Report for 1947 is on the defensive in the matter 
of the export surplus, but the emphasis is on the quantity of goods 
available for the consumer rather than upon the price consequences, 
although there is a reference to foreign buyers’ contribution to the 
“upward pressure on prices. Instead of praising the export surplus 
as a stimulant to production, as was done six months earlier, the 
point is now made that “it is easy to exaggerate the degree of depriva- 
tion” for home use.® In itself this is a correct statement, but it con- 
tributes to the misleading picture that foreign demand in 1947 had 
its impact largely upon production and not upon prices. In the 1948 
Report there is a further shift in emphasis, and the Report states 
that exports in the first half of 1947 “had an important bearing upon 
the total levels of employment and production and upon the level 
of prices.”^ It is certainly open to question, however, whether exports 
had an appreciable effect upon total production and employment, 
particularly in view of the fact that in the case of many manufactured 
and agricultural products, exports simply deprived domestic con- 
sumers of part of an output which was at a maximum. 

Relation Between Consumer Income, Capital Formation, 
and Foreign Aid 

The first Report stresses the point that appears in subsequent 
ones, namely, that per capita real “disposable income” (personal 
income after taxes), after rising in 1944 to more than 50 per cent 
above the 1936-39 average, had fallen slightly in 1945 and 1946, 
and that only by a substantial reduction in savings (from 28.3 per 
cent of disposable income in 1944 to 9.5 per cent of disposable mcome 
in the last quarter of 1946) and by an increase in installment credit 

9. II, p. 14. 

1. II, p. 44. As “purchasing power” is defined in the Reports in real terms 
(II. p. 10), this statement would appear to mean that in this period of virtually 
full employment the product available to the American economy was greater as 
a result of our large exports. 

2. II, pp. 70, 111. 

3. II, p. iii. 

4. II, p. 144. 
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had it been possible for consumers to purchase the same quantity of 
goods and services as before.® The January 1948 Report observes 
that with the further decline in the real income of consumers in 1947, 
consumption “was maintained by liquidation of past savings, a 
reduction of the saving out of current incomes, and the extensive 
use of consumer credit,’’® and the 1949 Report points out that in 
1948 there was no appreciable gain in consumer per capita real 
income despite a rise in total national output.'^ 

When an economy reaches approximately full employment, 
particularly if there is a decline in overtime work and a stoppage of 
production through strikes, it is not surprising that less goods will 
be available for consumers, if business is to increase capital plant 
and if we are to have a large export surplus, whether that export 
surplus be financed by credits, gold shipments to the United States, 
or a drawing down of dollar balances. The economic miracle of the 
years 1940 to 1944, of rising real per capita disposable income in the 
face of a diversion of a large proportion of production to ends other 
than consumption, requires for its accomplishment the stage property 
of a large volume of xmemployment at the start of the performance. 
The Reports seem to miss this point and to consider the development 
of the years 1940 to 1944 as a normal feature of the American economy 
even in a state of full employment. They have an almost mystical 
belief that any decline in real per capita disposable income is a threat 
to economic stability, regardless of the cause of the decline. 

Insofar as consumers, by reducing their rate of savings, by 
borrowing, or by drawing on past savings, refuse to adjust their 
consumption to their reduced real disposable income, the effect 
must be either that goods are diverted from investment to consump- 
tion, or that the allocation to consumption is unchanged but on the 
basis of higher prices, or that there is some combination of these effects 
dependent upon the various price, income, and supply elasticities. 
As a result of the combination of a belief in the normality of an 
increase in per capita real disposable income, and the assumption — 
perhaps not recognised explicitly but nevertheless basic to much 
of the analysis — that the problem of the inflationary years of 1946 
and 1947 are much the same as the problems of the 1930s, the 
Reports are confused as to the significance of this rising propensity 
to consume, and as to its desirability in the period covered. This 
confusion is illustrated by the discussion in the January 1948 Report 

5. n, pp. 21-25. 

6. n, p. 131. 

7. I, p. xix. 
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where the “survey of consumer income and expenditures during 
1947 points to two causes for concern:’’ the contribution to “infla- 
tionary pressure,” and a reduction in “the real purchasing power 
of consumers to the point where it will not be adequate to take the 
consumers’ share of the national output at present prices when 
certain abnormal demands are reduced and when the rate of con- 
sumer saving cannot be further reduced.”® 

The ProhabU Consequences of a Decline in Demand from Domestic 
Capital Formation and Export Surplus 

The authors of the Reports have got themselves into a vicious 
circle of their own creation on this whole problem of the relation of 
consumer purchasing power, investment demand, and export surplus, 
to prices and employment. In individual passages, particularly in 
the 1948 Reports, the influence of these demands upon prices is 
recognized,® but the significance of this inflationary impact is never 
integrated into the analysis. The inflationary effects of increased 
expenditures of a temporary type are regarded as non-reversible. 
The thesis of the Reports seems to be that although an increase in 
money payments from domestic capital formation, export surplus, 
and a high propensity to consume may raise prices and distort pre- 
viously existing price relations, a decline in capital formation, a 
smaller export surplus, and a lower propensity to consume will not 
bring a downward movement of any individual prices. Given these 
assumptions, the conclusion of course follows that a slackening of 
demands from these three sources must result in depression and 
unemployment. The real issue is whether the Reports’ approach 
to the problem is a realistic one, or one that will contribute to a solu- 
tion of the problem of readjustment with the slackening of these 
demands. 

Repeatedly the point is made that if these special demands fall 
off, consumer income cannot absorb output at existing prices,^ 
but with the exception of one statement in the 1949 Report,^ I find 
nothing that suggests that the end of these special demands will 
bring any pressure toward a readjustment of price relations, much 
less that forces of the market will actually bring about such a read- 

8. n, pp. 136-137. 

9. II, pp. 157-158. ^‘The inflationary impact of spending was strong in all 
fields — capital expansion, exports, and consumption.’’ Tiie same idea appears 
in the Midyear Report for 1948, II, p. 255. 

1. January, 1947, II, pp. 20, 30-31; July, 1947, H, pp. 90, 92, 101, 108; 
January, 1948, II, pp. 119, 125, 137, 149, 195; January, 1949, I, pp. xvii, xxi. 

2. I, p. xvii. 
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justment. The position of the Reports on such an adjustment seems 
to be that business men should become more reasonable or that the 
government should take more vigorous action against inflation, and 
not that there are forces in the market which would make such an 
adjustment likely.® 

I would not minimize the reality of the problem of adjustment 
of production and of prices with a decline in the demand for individ- 
ual products. A soimd economic policy must not only obviate drastic 
decreases in total money payments, but it should also recognize that 
in some areas the prices of individual products will decrease in re- 
sponse to a decrease in money payunents, and that the extent of these 
price decreases, and the area over which they operate, is to some 
degree dependent upon governmental policy. The failure of the 
Reports to recognize this twofold nature of the problem of adjust- 
ment to changing monetary demand, and their consequent assump- 
tion that unemployunent must be the result of any decrease in 
money payments — except as prices are reduced from causes that 
apparently are not connected with the decrease in money payments — 
has resulted from their circular reasoning on the relationship between 
the various parts of the national product. 

The Reports from the beginning have performed a public service 
in stressing inflationary dangers and in pleading for the unpopular 
policy of maintaining high taxes. They contain much excellent eco- 
nomic analysis, but the thinking of the authors is permeated with 
the idea that real disposable incomes of consumers must rise, regard- 
less of other developments, and much of the discussion is shackled 
to the fears of deflation and mass unemployment. The neglect of 
the monetary basis of inflation, tiie attempt to make business men 
and labor leaders personally responsible for inflation, and the repeated 
assumption that the impact of demand changes is almost exclusively 
upon production and employment rather than upon prices, results 
in an unbalanced picture of the forces of inflation and of deflation. 

The Reports raise for economists the larger question as to the 
use and the limitations of logical analysis as a basis for prediction 
and as a basis for the formulation of public policy. The dominant 
thought in them is Keynesian, in the broad sense of the body of 
doctrine that was inspired by the General Theory* Underlying 
most of the analysis is the basic assumption that changes in aggre- 
gate demand have employment effects rather than price effects, and 
that a steady increase in consumer purchasing power is essential to 

3. January, 1949, I, p. xxi; January, 1947, II, pp. 20, 21, 30, 31; July, 
1947, n, p. 88. 
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economic stability with full emplo37rQent- A great deal of the con- 
troversy of the last thirteen years over consumption, savings, invest- 
ment, aggregate demand, and employment, that is associated with 
the name of Keynes, has been a battle of logicians. Interpreted with 
perspective, the fruits of this controversy have contributed greatly 
to the imderstanding of the monetary economy. Yet those on both 
sides of the argument have all too frequently taken the view that 
logic could settle public policy. Many ardent Ke 3 nQesians, acutely 
conscious of the fact that they have discarded the conclusions of 
Ricardo and his followers, apparently do not realize that their 
conceptual approach is almost identical with that of Ricardo and of 
other great figures of the classical tradition: there are economic laws 
which when mastered tell us how the economic system behaves at 
all times. 

In the later 1930’s the Keynesian approach seemed to many 
economists — and certainly to a great majority of younger econo- 
mists — a more satisfying explanation as to how the modem economy 
had behaved in the last few years than was an 3 rthing found in clas- 
sical economics. What was all too frequently forgotten, or greatly 
underestimated, was that the validity of either approach depends 
in large part on such shifting factors as the current psychology of 
consumers, the nature of the pricing practices affecting individual 
products, and the existing investment situation. In view of this 
situation, economic theory, if it is to be useful for prediction, must 
be considered as a hypothesis whose applicability in any particular 
situation depends upon the changing human reactions to particular 
monetary impulses. A failure to recognize the limitations of pure 
analysis, and the assiimption that conditions in 1946 were much like 
those in the early 1930’s have been the basic shortcomings in the 
Reports’ discussion of inflation and employment. 

Frank Whitson Fetter. 
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BASING POINT PRICING AND PUBLIC POLICYi 

SUMMARY 

I. Introduction : the nature of the problem, 289 ; alternative pricing systems, 
292; standards of public policy, 203, — II. Pricing practices and the level and 
flexibility of margins, 294; and the level of costs, 297. — III. Pricing practices 
and the long run adaptation of capacity to demand, 300; the location of producers, 
304; and the allocation of transport resources, 305. — IV. Pricing practices and 
capacity in relation to cyclical fluctuations in demand, 306; and the organization 
of the industry, 309. — V. Summary and conclusions, 313. 


The Supreme Court's reaffirmation (by a 4-4 tie vote without 
written opinion) of the Federal Trade Commission's decision in the 
Rigid Steel Conduit Case finally settled the legal status of basing 
point pricing systems.^ The earlier Cement Case® had defined any 
agreement to use basing point pricing as unlawful, and put a wide 
construction on what was evidence of an agreement. In the Conduit 
Case the Federal Trade Commission ruled that the concurrent use of 
basing point pricing by numerous competitors was sufficient evidence 
of unlawful conspiracy. Further, it held that individual use of the 
system by a single firm in the loiowledge that it was being used by 
competitors was likewise illegal. The Circuit Court, in upholding 
the Commission, asserted that the legal question presented by that 
case was identical with that presented by the Cement Case. Under 
no circumstances, therefore, could basing point price sy’-stems be free 

1. The material in this paper was first presented to an informal discussion 
group on anti-trust policy consisting of Prof. M. A. Adelman of M. I. T. and 
Professors S. S. Alexander, R. R. Bowie, D. F. Cavers, L. Gordon and Dean 
E. S. Mason, all of Harvard. I am much obliged to them for valuable suggestions 
and corrections. They are not, of course, either individually or collectively 
responsible for the argument here presented or the errors it may contain. 

2. The FTC decision is given in Triangle Conduit and Cable, Inc., et aJ, 
FTC Docket 4452 (1948). The decision was upheld on appeal by die 7th 
Circuit Court of Appeals, 168 Fed. 2d 176 (1948). The high court decision 
is recorded in 1949. 

3. FTC vs. Cement Institute, et al, 333 United States 683 (1948), 
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of the vice of unlawful conspiracy, which make them ^'unfair’’ methods 
of competition” under the Federal Trade Commission Act. 

This decision will probably give further impetus to the discussion 
of legislation to make basing point pricing legal by amending the 
Clayton and Federal Trade Commission Acts. The discussion was 
initiated in the Eightieth Congress by the Republicans through the 
medium of a subcommittee of the Senate Committee on Interstate 
Commerce, under the chairmanship of Senator Capehart of Indiana 
(Rep.). It is being continued in the present (Eighty-first) Congress; 
and a bill was introduced to effect such amendments (S.236) by 
Senator Johnson of Colorado (Dem.) early in January. 

The need for dispassionate examination of basing point pricing 
and the possible alternatives to it in terms of public policy is clear. 
The present essay is an attempt to do so, by no means the first in 
this knotty field.'* 

Before examining the tests by which public policy m this field 
should be measured, let us summarize briefly the characteristics of 
markets in which the basing point pricing system is used, and the 
chief features of the system in operation. The characteristics which 
follow are typical, but not every industry operating under the system 
win possess them all.® The product sold is essentially standardized, 
so that the output of one producer at a given consuming point is a 
perfect substitute for the output of another producer at that point. 
Therefore, in an equilibrium situation, the prices charged by two 
producers at any given point must be the same. The product also 
is low in value per unit weight, so that for shipments over all but 
very short distances, the tran^ortation cost forms a substantial 
fraction of the delivered price. Thus spatial differentiation of the 

4. Some of the recent articles have been; Frank A. Fetter, “Exit Basing 
Point Pricing,” and Corwin D. Edwards; “Basing Point Decisions and Business 
Practices,” both in American Economic Review^ December, 1948; J. M. Clark, 
“Law and Economics of Basing Points,” American Economic Remew, March, 1949 ; 
and Edwin B. George, “The Law and Economics of Basing Points” (3 articles), 
Bun^s Review, September, October, and November, 1948. A book on the subject 
was published in April, 1949: Fritz Machlup, The Booing Point System, (Phila- 
delphia: Blakiston, 1949). 

5. In general, factual material on the operation of the basing-point ^stem 
is not too abundant, and nearly all that is available bears on only two industries 
of the many in which the lystem was used — steel and cement. All the factual 
material referred to in this paper is drawn from the essperience of one or another 
of these industries. This e^rience is described in various places. See especially ; 
A. R, Bums, The Decline of Competition, Ch. VI, “Price Discrimination”; TNEC 
Secanngs, Parts 19, 20 and 27; TNEC Monographs 42 The Basing Point Problem 
and 41, Price DiscHminaHon in Sted; and the Supreme Court opinion on the 
Cement Case, 333 U. S. 683 which provides a good brief summary of the operation 
of basing point pricing in the cement industry. 
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product, delivered to the cansuruer, forms an essential element of 
the system. Shipments do, in fact, take place over fairly long 
distances. This can arise either from economies of scale which make 
local producers serving local markets uneconomical, or from strong 
locational factors which lead to the concentration of production in a 
few areas, or both. The cement industry furnishes an example of 
the operation of the first reason; the maple flooring industry (located 
in the region of timber stands in Michigan and Wisconsin), of the 
second; and the steel industry, the classic example of basing point 
pricing, of the combination. The efficient scale of operations is large, 
capital investment in an economical plant is fairly great per unit of 
output, and the ratio of marginal cost to average cost is low for all 
rates of operation below “full capacity.” The rate of operation of 
the plants in the industry is frequently below full capacity, often 
because there are large cyclical fluctuations in demand for the product. 
Production equipment employed is ^ecialized and long-lived, and 
thus exit from the market, either by product substitution or by 
allowing plant to “die” through non-replacement, is a difficult and 
protracted process. The market demand for the product is generally 
inelastic at and below prices which correspond to output considerably 
less than the full capacity of the industry. Finally, the market 
contains few enough sellers so that oligopolistic calculation plays an 
important role in the actions of firms in the market. This is clear 
enou^ in the steel industry. The large number of firms in the cement 
industry seems to contradict this statement, but shipments of cement 
rarely move more than 200 or 300 miles and in any local market the 
number of competing firms is very small, fewer than 10 in most areas. 
The combination of small numbers and spatial differentiation makes 
these industries classic examples of monopolistic competition. 

The mechanics of basing point pricing are well known, and need 
not be rehearsed here. Certain features of the operation of the 
system, however, deserve the emphasis of repetition. Its outstanding 
feature is the creation of a fiixed, well-defined price structure, with 
delivered prices of all sellers identical to all consumers at each specific 
location. The effective operation of this system requires basing 
points and base prices publidy known (in the trade), and uniquely 
defined freight costs from every basing point to every posable con- 
suming point. This last requirement is usually fulfilled by the use 
of a coihmon compilation of freight rates in the form of a freight book 
by aU firms in the industry. In practice, the ssrstem usually operates 
on the basis of all-rail freight in the calculation of delivered prices, 
ahbou^ it could corxceivably forego this restriction. Since rail 
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freight costs must be paid, rail freight is used almost to the exclusion 
of water and truck transport.® Lastly, there is always a significant 
amount of market interpenetration, defined as occurring when mills 
sell to customers located where mill prices plus freight costs from 
other mills which could handle their orders are lower than from the 
selling mill. This market interpenetration usually involves freight 
absorption (when there is a multiple basing point system) and always 
involves selling costs in excess of what would be spent without market 
interpenetration. The end result of market interpenetration is a 
complex structure of geographical price discrimination, determined 
by the locational pattern of mills and consumers, and the actual 
degree of market interpenetration. 

So much for the circumstances and consequences of basing 
point pricing. In order to examine this pricing practice from the 
point of view of public policy recommendations, it is necessary to 
formulate both a set of alternative situations which are feasible of 
attainment through governmental action, and a set of standards by 
which the desirability of the alternatives can be tested. There are 
four models which cover fairly well the essential features of the mde 
range of geographic pricing practices: 

(1) Single basing point model. The use of a single basing point; 
or a single major basing point and subsidiary basing points with base 
price differentials over the primary base of the same order of mag- 
nitude as the costs of shipment between them. Basing point quota- 
tions are strictly adhered to; all freight computations are made on 
an all-rail basis. 

(2) Universal freight equalizaUon model. Every producing mill 
is a basing point. There is no f.o.b, mill selling, and standardized 
all-rail freights are used in calculating delivered prices. In this 
model, the relationship of the base prices of the several producers 
can range from rigid price leadership, in which differentials among 
the various mills olways remain the same, to complete independence 
in setting base prices. 

(3) Uniform f.o.b, mill price model. Each seller an 

announced mill price which is the same to all buyers (at any given 
time). The buyer takes possession at the mill, and chooses the 
method of delivery and pays the freight. Here again, the model does 

6. In steel, consumers were allowed to take delivery in their own trucks on 
payment of 35 per cent of rail transportation costs. See TNEC Bearings, Part 27, 
pp. 14182 ff. See also Part 20, pp. 10830-45, and correspondence on pp. 11005-6 
for the reaction of the Steel Corporation to attempts of a consumer to delivery 

in his own barge at a point not the point of consumption. 



BASING POINT PRICING AND PUBLIC POLICY 293 


not specify the relationship between the mill prices of the various 
sellers. 

(4) F,oJ), mill celling with price discrimination model. The 
sellers maintain no announced prices, but deal with each customer 
as best they can. As in (3), customers can choose the method of 
transportation and pay the freight. When base prices are independ- 
ently determined, model (2), universal freight equalization, (it mod- 
ified by allowing the customer the election of delivery method) 
amounts substantially to model (4). 

These models differ only in the specification of pricing practices; 
it is assumed throughout that the basic features of the industries 
using basing point pricing remain unchanged, except insofar as the 
change in pricing practice in itself reacts on the structure of the 
industry and changes it. This is, of course, the assumption appropriate 
to an examination of the effects of possible changes in pricing formulae 
on the functioning of industrial markets. It is assumed fiuirher that 
this range of pricing practices represents possibilities which could be 
achieved in practice by government action, an assumption for which 
there is some justification. The first model was more or less ex- 
emplified in the operation of Pittsburgh Plus pricmg in the steel 
industry until the U. S. Steel Corporation abandoned it under 
pressure from the Federal Trade Commission in 1924. A stage 
between the first and second was represented by the recent history 
of the steel and cement industries, until the Cement Institute decision. 
The third model is what would seem to be the only legal method of 
pricing in the present state of the law. Given a change in the inter- 
pretation of the Robinson-Patman Act shown in recent Court 
decisions^, or its outright repeal, the fourth model might be taken 
as a rough prediction of how industry pricing practices could respond 
to the law on basing point pricing as laid down in the Cement and 
Rigid Steel Conduit Cases. 

The proposed standards for evaluating the alternative pricing 
practices are likewise four in number. 

(1) What is the effect of the pricing system on the level and 
rigidity of prices? This involves the effects of the pricing system on 
the flexibility of margins, the ease with which downward adjustments 

7. Such as United Stcstes v. Great AUantic and Pacific Tea Cmpany, CCA 
7th, 1949; and Standard Oil Company v. Federal Trade Commission^ CCA 7th, 
1949. On this whole matter see the stimulating discussion by M, A. Adelman, 
“Integration and Antitrust Policy,” to be published in the Harvard Law Review, 
October, 1949 and his article “The A & P Case: A Study in Applied Econonaic 
Theory,” this Journal, May, 1949, 
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in margins can occur, and the effects of pricing practices on the 
level of costs. 

(2) Do the pricing practices facilitate or retard the adjustment 
of capacity to demand in the long run? This question has two aspects 
— the problem of aggregate adjustment, and the problem of the 
regional and local balance between capacity and demand. The 
second aspect shades over into the problem of the influence of pricing 
practices on the general locational structure of industry. 

(3) What effect does the pricing system have on cyclical fluctua- 
tions in prices and output? Since the basic characteristics of the 
industries in question guarantee that their capacity cannot be 
adapted to cyclical fluctuations in demand, this question really 
asks how well or how badly the pricing system functions in helping 
the industry to achieve the appropriate minimum average rate of 
return over the cycle. 

(4) How does the pricing system affect the organization of the 
industry? To what extent are the number of producers, the scale of 
production, and the relative viability of large scale and “independent” 
producers in the competitive struggle affected by pricing practices? 

The application of these four tests to the four models will give 
each model a set of “marks”^ a comparison of these marks should 
give some guidance on the desirable aims of government action. 

II 

In considering the relation between pricing formulae and the 
magnitude and flexibility of margins, the basic oligopolistic character 
of the markets under consideration must again be stressed. In a 
situation of unused capacity and inelastic demand, what prevents 
“cutthroat competition” from driving price down to marginal cost? 
It is oligopolistic rationality — the realization by each seller that his 
cuts will be followed by his rivals, and that therefore he has little to 
gain by cutting, and much to lose by initiating a process of reducing 
margins. The importance of pricing formulae in this situation lies in 
the extent to which they make it ea^ for each member of the group 
to follow what every other member of the group is doing. For 
example (in addition to the important role it has in makin g possible 
an intelligent comparison of the offers of various sellers by buyers in 
a market with an extremely complex product structure) the “extra 
list” in steel serves a vital function in reducing the dimensionality of 
the price structure, and thus making it feasible for the rival sellers 
to compare each others^ price quotations. And it is significant that 
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the extra list is explicitly agreed upon among the various producers.® 
In an oligopolistic market, especially one such as steel in which sales 
are frequently made on contracts for large quantities running over 
periods of time, it is almost inconceivable that price reductions would 
be made if they had to be made uniformly to all comers at one fell 
swoop. Rather some kind of piecemeal reduction, involving various 
kinds of price discrimination, is to be expected; and, in fact, seems 
to be the rule. Any reduction of quoted prices is usually preceded 
by a period of “price shading,” during which “secret” concessions 
are made to customers, concessions which differ widely as between 
customers.® In this process of discriminatory price reduction, 
various asymmetries in the market undoubtedly play an important 
role: large customers get better prices than small ones; smaller 
producers, or financially weak producers, may be the first to offer 
concessions; producers located in relatively disadvantageous positions 
may be prompted to strive, through concessions, for more business in 
local areas where mill nets are high; and so forth. 

To the extent that a pricing system formalizes quotations, and 
publicizes (in the trade) the “proper” prices at which transactions 
should be made, it discourages the processes by which prices are 
reduced. Judged on this ground, the single basing point system is 
undoubtedly the worst offender among our four models. The only 
“proper” channel for price change is controlled entirely by the single 
producer who sets base prices. He is formally the price leader for 
the industry, and knows that any base price changes he makes are 
changes in the industry’s prices, not only in his own. Moreover, the 
fact that \mder this system, the basing point producer can penetrate 
into any market without suffering lowered mill nets might well ma k e 
for greater caution on the part of other producers in making secret 
concessions. A universal freight equalization system may in fact 
function as a rigid system of price leadership, and be just as effective 
in narrowing the amplitude of price adjustments as a single basing 
point system. But the veiy fact that many producers can, at least 
potentially, set base prices independently, and the further fact that 
limits to market interpenetration, and thus to “punitive” invasions 
of markets, are set by the costs of freight absorption, probably make 

8. See TNBC Hearings, Part 19, pp. 10557-80, testimony of Benjamin 
Fairless and other United States Steel executives, and pp. 10621-35, testimony 
of Eugene G. Grace, president of Bethlehem Steel Company. 

9. See TNEC Monograph 41, Price Discriminaiion in Steel, for evidence of 
discrimination between large and small purchasers of steM in a period of slack 
demand. Also, see Table I below for an indication of the range of price con- 
cessions in steel. 
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such a system more flexible in its operation than the single basing 
point system. 

It seems doubtful that uniform f .o.b. mill pricing would produce 
any better results from the point of view of price flexibility than a 
universal freight equalization ^stem, and it might even produce 
somewhat inferior ones. The uniform, published mill price of each 
producer would certainly make each seller’s price policy highly 
visible to his rivals. Each seller would fix his attention on the market 
area of his rival, rather than on his delivered prices, as he would under 
any basing point scheme; but the rival’s price behavior would be 
revealed just as clearly. Moreover, although each seller would be 
free to fix bis own mill price (provided he w^anted to exercise such 
freedom in an oligopolistic market) any change in price he made 
would have to be uniform to all customers. This enforcement of 
uniformity, added to the “visibility” of his behavior to rival oligopol- 
ists, w^ould do much to discourage any producer from initiating a 
price change. Finally, uniform f.o.b. mill selling would end market 
interpenetration. Market inteipenetration in the context of a rigidly 
operating basing point system with strong price leadership, has no 
competitive virtues. However, in a situation characterized by the 
possibility of discriminatory price shading, market interpenetration, 
which spreads the rivaliy among sellers over a large area of the 
market, instead of concentrating it along the fringes where the market 
areas of rival sellers meet, undoubtedly increases the speed of price 
changes and probably their magnitude also. 

The foregoing argument shows that the fourth model, f.o.b. mill 
selling Tiith price discrimination allowed, would be the one in which 
the pricing method would offer the least assistance to rival sellers in 
behaving “rationally” in accordance with the oligopolistic character 
of the market, and would discourage the formation of a fixed pattern 
of price leadership. The question arises as to whether such a situation 
vrould not lead to “too much competition,” with prices cut to marginal 
costs whenever unused capacity existed, and even efficient firms 
driven into bankruptcy.' No categorical answer can be given to this 
question. It is the author’s opinion that the danger is unlikely, for 
although the abolition of formula pricing would make it more difficult 
for firms to abide by the oligopolistic calculations which militate 
agamst price reduction, it would not eliminate such calculations 
entirely. The fundamental oligopolistic character of the market 
appears to be a sufficient brake on really destructive competition. 

Thus, in terms of the four models of pricing ^sterns, the greatest 

1. See Professor Clark*s article, op. ait. 
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gain in the flexibility of margins is promised by a change from a 
single basing point system, or a multiple basing point system with 
fairly rigid price leadership, to f.o.b. mill pricing with discrimination. 
A change to uniform f.o.b. mill pricing seems to offer little along 
these lines; a little more may be expected from independent base 
pricing in a multiple basing point system; i.e., the elimination of 
price leadership. 

In practice, in recent years basing point pricing systems have 
been of the multiple basing point variety, with fairly strong price 
leadership. The increase in flexibility of margins which can be 
expected from changes in the direction of more independence in 
pricing depend on the rigidity with w^hich the systems have operated 
in the past. Some light is thrown on this point in a study by the 
Bureau of Labor Statistics of the prices actually paid for steel products 
by a large sample of consumers over the period 1939-42. Some of 
the results of this study are given in summary form in Table I below. 
This tabulation suggests that. there is still room for a substantial 
increase in the magnitude of price reductions m periods of low output. 
In the second quarter of 1939, when output ran about half of rated 
ingot capacity, average price concessions ranged from eight per cent 
in sheets to only three per cent in structural shapes. These averages 
concealed wide variations as between customers, some of whom paid 
prices as much as 25 per cent imder published prices. But these 
were only a small proportion. A year later, with output at 72 per cent 
of rated ingot capacity, the spread of concessions was much reduced, 
even though average prices increased but little. Thus, in hot rolled 
sheets — the product for which concessions w^ere greatest — a 
quarter of the sales were made at concessions of 15 to 25 per cent 
on the published price in 1939. By the following year, the number 
of sales at prices 15 per cent or more under the published price had 
fallen to fewer than five per cent of the total. All in all, the figures 
of Table I speak well for the efficacy of the basing point system as a 
method of price leadership in the steel industry. 

The level of prices depends on the level of costs, as well as on 
the seller's margin. To the extent that different pricing systems 
affect differently the level of costs, the choice between them may 
influence the level of prices. Any pricing system which allows market 
interpenetration adds the cost of freight absorption to the other costs 
of the mill; it is the mill net yield and not the delivered price less 
the calculated freight which is the ‘‘price" from the point of view of 
the seller. This cost is present in three of the four models; only with 
uniform f.o.b. mill selling is market interpenetration ruled out 
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TABLE I 

ACfTDAL PbICES CoMPABBD WITH PUBLISHED PbICES^ 


Product 

Operating 

Rate 

Per Cent of Number of Sales made at Actual 

Prices which were given Percentages of 

Published Delivered Price* 

Average 
Ratio of 
Actual to 

and Year 
(Second Quarter 
Figures)* 

(Per Cent 
Ingot 
Capacity) 

75 so 85 90 95 98 

to to to to to to over 

SO 85 90 95 9S 101 101 

Published 

Delivered 

Price® 


Hot Rolled Sheets 


1939 

51 

5.2 

20.4 

12.4 

19.7 

19.7 

11.0 

11.6 

92 

1940 

72 

1.5 

2.9 

7.1 

60.0 

4.3 

24.2 


94 

1942 

98 




0.4 

1.2 

96.0 

2.4 

101 

Cold RoUed Sheets 

1939 51 



28.6 

28,5 

7.1 

32.2 

3.6 

95 

1940 

72 

. . 

2.1 

, . 

74.6 

4.2 

19.1 


95 

1942 

98 





3.2 

93.6 

3.2 

101 

Hot Rolled Strip 

1939 

51 

16.2 

12.9 

9.6 

9.6 

22.6 

17.2 

12.9 

92 

1940 

72 


2,0 


69.3 

8.1 

26.6 

2.0 

95 

1942 

98 




1.7 


98.3 


100 


Plates, Universal 
and Sheared 


1939 

51 

3.0 

6.0 

9.0 

12.6 

61.0 

8.4 

97 

1940 

72 

0.9 

2.5 

8.8 

12.5 

70.2 

5.1 

98 

1942 

98 

.. 




85.0 

15.0 

103 

Stractorai Shapes 

1939 

51 

1.0 

8.2 

16.5 

10.4 

61.8 

2.1 

97 

1940 

72 

1.0 

1.6 

15.8 

13.5 

67.0 

1.3 

98 

1942 

98 

. . 


. . 

. , 

96.6 

3.4 

101 


^ 1 . The data pr^ented in this table come from a study made by the Bureau of labor Statistics 

1^943 entitled Consumers* Prices of Steel Prodw^. The study ”was prepared for the use of the 
Office of Price Administration and the War Production Board. It was reprinted in Iron Age, April 
25, 1946, under the title "]^bor Dept. Examines Consumers’ Prices of Steel Products.” The study 
was based on an ex a min ation of data furnished by 629 companies consuming steri products, widely 
d^ributed by region and industry. The sample included only carload lot purchasers, and excluded 
distnbutoiB, warehousers, and subsidiaries of 8 teel-r*’~^"'”’”"’ *1 1 - 


_ ' — -- -y-' ^ --- — companies. The companies in the sample 

amounted lo per cent of steel consumption m 1940. For each company, price information was 
obtained only on products purchased more or less regularly (monthly, if possible) in carload lots 
(except for adoys) mtween 1939 and 1942, and for which customer specifications remained constant 
over the period. The very largest consumers (e.g., the major automobile producers) are eycluded 
from the sample, and therefore the actual extent of concessions is probably understated somewhat. 
The study presents data for the third quarter, 1939 and the second and fourth quarters, 1941 as well 
as far the three quarters shown in Table 1 , In addition to the products for which prices are shown 
there, ^e ^dy &ves figures for cold rolled strip, merchant bars, and cold finished strip. The 
OMizial tab^tioM ^ m^e in items of dass intervals of one per cent (ratio of actual price to 
dehvered pn^} which are here consolidated for brevity. Note tnat i n every case the largest con- 
ce^pn 18 mcmded. The sdeciion of time periods and products given in Table 1 is, in the author’s 
ommon. a stfficiently representative one to yield a fair picture of the results of the whole study. 

for the other products or for otiier time periods does the pattern of actual prices relative to 
quoted pnc(^ and the utilization of capacity appear significantly toerent from that here presented. 

?* S u ©ven ^ for the second quarters of each of the years 1939, 1940 and 1942. 

3. The pubh^ed dehvered pnee was built up for each sale from the appropriate published 
baw iffice, ^ fra^t from the applicable basing point, and the published extras. The published 
ntiiveieti «ntermg mto the comparisons of actual and published prices are those of April 1942, 

f at aO &ozn publ^hed prices In the various quarters only by very small amounts; 
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entirely. Some notion of the magnitude of the cost of freight absorp- 
tion can be gained from a study of steel shipments made for the 
TNEC.2 The study covered the month of February, 1939, a period 
of slack demand in which it is likely that market interpenetration 
was extensive. Freight absorption in this month ranged from about 
three to five per cent of the delivered price for various products. 
This is a small cost; nor is it certain that it is all reflected in price. 
In an oligopolistic market, part of it may be absorbed by sellers 
through a reduction in profits. 

A rigid basing point system with price leadership eliminates 
price competition and channels rivalry into selling efforts. Since 
products sold under basing point pricing are characteristically 
standardized, the cost of selling effort is largely remuneration of 
salesmen. Such selling costs will be present to some extent under 
any pricing system in which market interpenetration exists and 
customers must choose between the products of rival sellers offered 
at the same delivered price. This will obviously be the case under 
any form of basing point system. Under f.o.b. mill selling with price 
discrimination, there will be occasions on which a seller offers to meet 
rather than shade a rival’s price, and relies on a combination of 
selling efforts and customer loyalty to swing the buyer’s decision. 
Under uniform f.o.b. mill selling, pure selling costs would theoretically 
disappear, if mills were widely separated and the freight rate structure 
such that boundaries between mills were lines rather than regions. 
In fact, neither of these conditions is met. In many cases rival mills 
are located close to each other so that there are numerous consuming 
locations at which prices from two sellers would be the same.^ More- 
over, the existence of ‘‘blanket rates” covering long distance ship- 
ments to and from large areas would produce overlapping market 
areas under f.o.b. mill pricing even if rival sellers were not located 
side by side. In any case, the total cost of the sales force cannot be 
considered as an “unnecessary” selling cost attributable to the 
existence of non-price competition. The salesmen perform certain 

2. See TNBC Hearings^ Part 27, appendix, pp. 14331-14428. The study was 
based on a sample of steel shipments of all major producers in the month of 
February, 1939. The sample covered shipments aggregating some 600,000 tons, 
or about 25 per cent of the total shipments of steel during the month. February, 
1939 was a period of slack operations, about 50 to 55 per c^t of rated ingot 
capacity. 

' 3. See, for example, the map of counties in Western Pennsylvania and 
Eastern Ohio, showing towns in the market areas of various steel riieet mills 
under an f.o.b. mill selling system with an assumed level of mill prices; TNEC 
Eearing&f Part 27, appendix, p. 13832. This map was prepared by the United 
States St^ Corporation. 
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necessary functions in the distribution process; at a minimum, order 
taking, and where the product is complex, as in steel, the transmission 
to buj'ers of infonnation on specifications and the suitability of the 
many grades and t}T)es of product for various uses. To the extent 
that salesmen's pure “selling" functions are performed jointly with 
these other duties, no extra cost of selling exists. All in all, it is 
doubtful that changes in pricing practices will produce significant 
changes in selling costs through lessening the importance of non-price 
relative to price competition. 

The possibility of cost saving on the freight bill through the use 
of cheaper means of transport under other than basing point pricing, 
will be discussed below in considering the relation of pricing practices 
to location and utilization of capacity. 

Finally, the influence of flexibility of margins itself on costs 
should not be neglected. The existence of fairly strong downward 
pressure on margins in periods of unused capacity, which would be 
expected imder some pricing arrangements would be a strong stimulus 
to energetic efforts at cost reduction by management. The use of 
the most eiSScient known production techniques is not, in practice, 
something that occurs automatically. Eveiy change in methods is 
painful (and even costly) in a large organization, and the existence 
of a fairly stable profit margin per unit tends to favor let-well-enough- 
alone policies. This aspect of the relation of prices to costs Avill 
probably be more important, in the long run, than the (at least 
conceptually^) more easily measured differences in freight absorption 
and selling costs contingent on the use of differing pricing practices. 
It is another important argument in favor of giving high marks to 
the fourth model, or pricing practices resembling it. 

Ill 

The second standard for the evaluation of alternative pricing 
systems is the relation between the pricing ^stem and the adaptation 
of capacity to demand in the long run. There is no general theoretical 
rule on the responses of an oligopolistic group of suppliers to long 
run changes in demand. The persistence over time of high maTgiTifi 
(vrhich formula pricing facilitates) would indicate some restriction of 
supply in comparison v-dth what would happen in an otherwise RiTnilfl-r 
competitive market. This is not a very helpful criterion in practice, 
however, and something more concrete is needed. The impact of the 
pricing system on the adjustment of supply depends on the direction 
of change in demand over time; in particular, the case of an increase 
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in demand over the long run must be treated separately from the 
case of stationary or declining demand. 

If demand is stable in the long run and excess capacity (the 
existence of which is postulated as characteiistic) is present only 
during cyclical troughs, capacity may be considered as adjusted to 
the long run level of demand. The problem of cyclical adjustment 
which remains in this case will be treated in the following section. 
The situation in which excess capacity exists at cyclical peaks as well 
as during troughs with the long run level of demand stable is similar 
to one in which the long run level of demand is declining, in that the 
appropriate adjustment requires the elimination of some producing 
units. Whatever adjustment takes place must be brought about by 
losses which are large enough and continuous enough to drive firms 
into bankruptcy, or at least to threaten them with it. It is true, of 
course, that bankruptcies may not be sufficient to bring about an 
immediate adjustment of capacity to demand, since they can result 
in the reorganization of old firms, or the creation of new fiirms in which 
the equipment of the original firm is valued at less than its reproduc- 
tion cost. These successor firms may suiwive for a while; but the 
necessity of replacing old equipment vdll finally confront them vdth 
the same problems which caused their predecessors to fail. Again, 
the process of bankruptcy and reorganization might well be repeated 
in a new cycle, or even several new cycles. It must be assumed, 
however, that eventually old equipment will wear out, and potential 
investors and entrepreneurs will learn something from the previous 
history of the industry, and thus reductions in capacity will ultimately 
occur. 

In a situation in which a reduction in productive facilities is 
required, it is clear that a working basing point system interferes 
with the proper adjustment. In the fimt place, to the extent that it 
functions as a device for maintaining high margins, the whole process 
of failure is sloTved down. Moreover, a basing point system entails 
market interpenetration, which means that existing markets are 
shared among many producing points. The nearer a mill approaches 
failure, the greater would be its incentive to attempt to cut into any 
market, no matter how distant, in which sales promised some mill 
net return over marginal cost. Thus the impact of a decline in 
demand, which in general will be greater in some areas than in others, 
will not be concentrated on the mills located in the areas of most 
rapid decline, but spread out more or less evenly over all producers. 
This will further slow down the process of failure, as compared with 
what would happen if the mills in areas of more rapidly falling demand 
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sold only in their home markets. The spreading of the impact over 
all producers also means that differences in financial strength have 
relatively more, and differences in productive eflSciency and location, 
relatively less influence in determining which firms will leave the 
industry than they would under a pricing arrangement which did not 
permit market interpenetration. 

The hindrances to appropriate adaptation of output discussed 
above, except for the first — maintenance of high margins — arise 
out of market interpenetration, and their importance is measured by 
the extent of it. Market interpenetration is a feature of three of the 
four models; only under uniform f.o.b. mill pricing would it be absent. 
The extent of market interpenetration depends, in the other three 
models, more on the geographical pattern of demand, costs, and 
freight rates, than on the specific pricing practices in which the models 
differ. There is one exception to this, however; market interpenetra- 
tion probably is greatest, other things being equal, under a single 
basing point system, in respect of the relations between the base mill 
(or mills) and all other mills. Thus in the special circumstances in 
which the home market of the base mill is the region of the greatest 
decline in demand, the single basing point system would lead to a 
slower reduction of capacity than a imiversal freight equalization or 
discriminatory f.o.b. mill system of pricing. 

Demand may be rising in the long run (instead of falling or 
remaining stationary) and the appropriate adjustment of supply to 
d^eoaand will require additions to productive facilities. In this situa- 
tion, excess capacity may be present at cyclical peaks as well as 
during troughs, because of a certain rate of building in anticipation 
of increasing demand, or it may exist only during cyclical lows. In 
either event, the effect of the pricing system on the expansion of 
capacity will depend on the geographic pattern of the change in 
demand. If it is fairly uniform from market area to market area, 
the existence of market interpenetration will not alter the local 
incidence of the stimulus to new investment. The only significant 
difference between the alternative pricing systems then which would 
affect the rate of investment woizld be the difference in profit margins 
expected under them. The higher margins expected under the more 
rigid formula pricing arrangements might then act to stimulate a 
more rapid increase in capacity than would be made with more 
flexible and competitive pricing systems.* This additional stimulus, 
however, might be cancelled in large part, or even overbalanced by 

4. Thisargumentisessentiallysiimlar to Professor Schumpeteris arguments 
in favor of monopoly. See Cajnkilism, Socialism and Democracy^ Ch. VIIL 
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the greater pressure on the individual firm under more competitive 
pricing systems. 

If, as is more likely, the growth of demand is geographically 
uneven, market interpenetration becomes more important. This is 
most clearly seen in a situation in w^hich the expansion of demand 
takes place entirely in new regions, not near existing mills, while 
demand in old regions remains stable or even declines. Under uniform 
f.o.b. mill pricing, a new mill would be constructed in the region of 
new demand whenever entrepreneurs and investors foresaw enough 
demand in the region to maintain an economically-sized unit in 
operation at an average output rate which would yield a sufficient 
profit. Under the other three pricing systems, characterized by 
market interpenetration, the entrepreneurs in the new region would 
have to anticipate penetration of their market by sellers in the old 
regions. Nor could they expect to retaliate by penetrating markets 
in the old regions to the same extent, since these regions would be 
crowded wdth suppliers, and their long standing relationships with 
local customers would be a further barrier to new sellers. Thus the 
building of a new plant in the new region would wait for a higher 
level of demand under pricing systems characterized by market 
interpenetration than under a uniform f.o.b. mill system. The same 
kind of forces would be at work, although with diminished strength, 
in a situation in w'hich there were large differences in the rates of 
change in demand among several regions without differences in the 
direction of the change. Thus the use of any pricing system which 
permits market interpenetration will lead to a slower rate of increase 
of capacity in response to a given rate of growth of demand unevenly 
distributed among regions, than would take place under uniform 
f.o.b. mill pricing. 

This lag in the regional adjustment of capacity to demand is not 
undesirable. In many situations it may provide a closer approxima- 
tion to an “ideal” utilization of resources than would a more prompt 
increase of capacity. The general economic rule for the substitution 
of new for old (but still useful) capital equipment is that such replace- 
ment is desirable only when average costs with the new equipment 
are less than marginal cost with the old. Under the conditions 
analyzed above, with demand increasing rapidly in a new region, 
but remaining stable in an old region where there is excess capacity, 
it is economic to supply the new region from the old plants as long 
as the marginal cost of production in the old plants plus transportation 
to the new region is less than the average cost of production would be 
for a new plant in the new region. Under uniform f.o.b. mill pricing, 
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as argued above, new plant would be built in the new regions while 
there was still unused capacity in the old regions. Since marginal 
costs are characteristically much below average costs at outputs 
below capacity in the industries under consideration, this can mean 
that the new plants represent uneconomic additions to capital. With 
market interpenetration, the addition of new capacity will wait until 
much more of the old capacity is utilized. The reasons for not 
anticipating a general lowering of prices to the level of marginal 
costs imder f.o.b. mill pricing \vhen unused capacity exists such as 
would bring the new" areas within the market areas of the old mills 
have been examined above (page 296). 

The appropriate adaptation of capacity to demand implies an 
economical geographic distribution of capacity, given the pattern of 
demand, as well as a suitable aggregate volume of productive facilities. 
Therefoie, the possible impact of alternative pricing systems on the 
location of producers must be examined. And, since the location of 
producers of products which are further fabricated maj^ affect in turn 
the location of the fabricators, an examination of their location must 
also be included. In general, the location of producers depends on 
the relations between the locations of raw^ materials, labor supplies, 
markets, and transportation costs. For a pricing system to influence 
the location of producers, it must work through one of these factors. 
In cement, the location of the consumers is fixed independently of 
the location of producers; and of the two major raw materials, coal 
and limestone, the more important limestone is nearly ubiquitous. 
In these circumstances the use of one rather than another pricing 
system would have no locational influence on producers, and could 
not, in the nature of the case, have any on consumers. 

In steel, there is a more complex situation. Producers of steel 
are heavily raw material oriented; they locate in points where the 
assembly costs of coal, ore and subsidiary raw materials are low^; 
but markets are not without locational pull.® Markets consist in 
fabricators of steel; many of these in turn locate with reference to 
the source of their major raw material. To the extent that a pricing 
system makes the geographical pattern of steel prices different from 
the “real cost” pattern, consumers will locate in accordance with the 
geographic price structure rather than with the underlying real cost 
structure. The location of consumers may in turn influence the 
location of expansion in steel production, which further reacts on 
consumers, and so on. Thus, a cumulative process of distortion of 

5. See W. Capron and W. Isard, 'The Future Locational Pattern of Iron 
and Steel Production in the TJ. S.,” Journal of Political Economy^ April 1949. 
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locational patterns can occur. This process is not infinite, since the 
fabricators have to consider the costs of reaching out to their own 
markets which increase as they all concentrate at one point. This 
process is best exemplified under single basing point pricing. Under 
this system, locations at the basing point are superior to locations at 
non-basing point mills for the fabricators, other things being equal. 
Therefore, fabricators tend to concentrate near the basing point, and 
mills there tend to grow relative to mills at non-basing point locations. 
This is true even though the basing point ceases to be the lowest cost 
production point, as it may well have been at one time. Thus, under 
Pittsburgh Plus, the rate of expansion of steel production in Chicago 
and Birmingham relative to Pittsburgh® was probably slowed down 
substantially.^ 

The locational pull of base mills operates only relative to non-base 
mills. Under universal freight equalization, or any other system in 
vrhich each mill is in effect a base, it would disappear. Nor is there 
anj’’ difference between uniform f.o.b. mill pricing and the other two 
pricing models in this respect: market interpenetration in itself has 
no localizing effects. 

The alternative pricing systems here discussed may have a 
further impact on location through their effect on transportation 
costs. Basing point systems, both single and multiple, in which 
prices are calculated on the basis of all-rail freight discourage the use 
of other methods of transportation by the consumer. This means 
that in steel, for example, a potentially advantageous site connected 
to a supplier by water will not have its transportation advantages 
considered by a fabricator who is choosing a plant location, since he 
cannot reap the savings arising from this location. The same is not 
true, of course, of the steel producer. To the extent that his customers 
will accept shipment by water, he will ship by water and increase 
his mill net yield by the difference between rail and water freights, 
and thus he may consider the advantages of waterside location. 

In addition to its possible indirect effects on location of produc- 
tion, the discrimination against cheaper forms of transport embodied 
in basing point pricing — models (1) and (2) — operates directly to 
distort the allocation of resources employed in transportation. Any 
alternative pricing system which gives the customer the option on 
the method of delivery, without taxing particular modes of transport, 

6. See A. R. Bums “The Decline of Competition” pp. 340-45, esp. Figure 48. 

7. The further effect of basiug point pricing on the location of fabricators 
of steel producing goods to which fabrication-in-transit (f.i.t.) freight rates apply 
are not considered here. This is a problem more germane to a discussion of 
freight rates than to a general survey of basing point pricing. 
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wtH thus result in a more economical utilization of transportation 
resources. No indication of the magnitude of these economies can 
be given because of the lack of basic statistical data. 

It is important to note that whatever advantages of eflSciency 
in geographical allocation of resources the foregoing analysis indicates 
will result from the use of one rather than another pricing system, 
will apply only to plants as yet imbuilt. Thus the benefits of a 
change would be spread out over a long future period. On the other 
hand, some existing plants might become unprofitable as a con- 
sequence of a change from one to another pricing system, but little 
can be said in general terms about the magnitude of this transition 
problem. 

IV 

The two remaining standards for grading alternative pricing 
arrangements are the effects of the pricing arrangements on cyclical 
fluctuations in output, and on the organization of industries using 
them. There is less to be said under these heads than under the two 
preceding, not because they are intrinsically less important, but 
rather because the questions raised imder them are less amenable to 
general analytical answers than those previoudy discussed. 

The essence of the cyclical problem in industries of the sort 
under discussion lies in the cyclical unadaptability of capacity to 
demand in the short run on the one hand, and the high income 
elasticity and low price elasticity of demand for their products on 
the other. This means that a capacity just sufficient to meet the 
minimum level of demand at the cyclical trough would fall far short 
of producing what was required (at constant prices) in a boom. 
Further, the increase in prices and profits caused by the impact of 
sharply rising demand on limited capacity would not lead to an 
increase in capacity within the short period. Conversely, capacity 
sufficient to meet boom-time peaks in demand implies the existence 
of much unused capacity during times of slack business, since price 
cuts would not greatly increase demand. The problem then is, how 
shall the costs of providing the peak load capacity be met. 

Ideally, a two-part price system would answer the problem — 
mai^nal cost pricing for output, with any deficits separately financed 
from tax revenues, and the amount of plant decided by a central 
authority on the basis of the usual welfare criteria.® A fairly close 
approximation to this ideal method in practice could be achieved as 

8. See H. Hotelling, “The General Welfare in Relation to Taxation and to 
Railway and Public Utility Rates,” Econcmetricaf July, 1938. 
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follows. In any industry under consideration, private firms would 
own and operate enough plant to produce for periods of slack demand. 
Additional plant would be owned by the government, and turned 
over without fee to the private firms for operation during periods of 
peak demand. Marginal cost pricing would be prescribed. The 
amount of government plant, and the amount to be brought into 
production at any time would be determined by the prescription of 
some average normal profit rule for the private fiinns. While such a 
scheme might be practicable from an economic point of view, it would 
involve substantial administrative problems, and also, probably 
cannot be considered practicable politically. 

Within the framework of purely private operation of industiy, 
two general approaches to the problem of paying for the appropriate 
level of capacity over the cycle are possible. The first, represoited 
by Professor Machlup in his recent book®, is that the proper pricing 
rule requires marginal cost pricing at all times; in other words, pure 
competitive pricing. Under this rule, capacity would be determined 
at a level such that the returns during periods of high demand would 
cover the deficits incurred in periods of slack demand and provide 
for normal profits. Prices would fluctuate quite widely over the 
business cycle, since at any output level below full capacity, marginal 
cost would be much below average cost, while in the neighborhood 
of capacity, marshal cost would rise very sharply over a short 
range of output. 

While this price policy — if it were followed — might be desirable 
in certain industries using basing point pricing, it is doubtful that it 
is suitable for steel and other basic industries producing investment 
goods. The demand for such products varies greatly over the business 
cycle. In general, demand for these products is price inelastic; this 
is especially true in periods of low and falling income, when invest- 
ment is unresponsive to current cost changes in the face of poor 
e^)ectations. An exception to the graieral rule may occur durii^ the 
course of a recovery, especially after the most obvious and profitable 
investment opportunities have been exploited. At that time, a sharp 
rise in the price of investment goods might well react unfavorably on 
the volume of investment, and so shorten the recovery. Thus a steel 
industiy which had capacity substantially diort of that needed to 
meet peak dmand in terms of a fixed price levd (say, the average 
level over the cycle) might be an agent in cutting down the total 
level of investment and income over the cycle. This, in turn, would 
lead to further losses in the steel industry, and thus to further shrink- 

9. Op. cS., Ch. 6, esp. pp. 210-11. 
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age in capacity. Even if the initial situation were one in which 
capacity was larger than needed to meet peak demands, rather than 
the reverse, it is not certain that a flexible price policy would lead to 
a desirable adjustment. If capacity could change only by fairly large 
steps — equivalent to the output produced by a single firm — the 
first reaction to the initial situation could lead to a position of under- 
capacity, and further adjustments would again lead away from 
equilibrium instead of toward it. In general terms, it may be stated 
that a flexible price policy in an industry of the kind under consider- 
ation will lead to an equilibrium in capacity only if the cyclical 
fluctuations in aggregate income are independent of the price fluctua- 
tions in the products of the industry. Ti^ere it is unlikely that this 
is the case, as in steel, which is needed for many investment goods 
and has no effective substitutes over a wide range of uses, it is clear 
that there is no strong prima facie case for a cyclically flexible price 
policy. 

The other approach to the question of cycKcal price flexibility 
is that 'which involves a fairly great degree of stability, with prices 
substantially above marginal costs in periods of low output, and 
perhaps below marginal costs at the highest peaks of demand. There 
is no single, definite pricing rule which characterizes this view; it 
includes the range from the advocacy of strict full cost pricing, to 
the broad proposition that it is undesirable to allow prices to fall all 
the way to marginal costs during slumps in demand. Something 
near the first view is typically the view of businessmen in the industries 
imder considei'ation; many economists, of whom J. M. Clark is one, 
have expressed the second.^ Acceptance of the general proposition that 
complete flexibility in the sense discussed above is not desirable, 
leaves unanswered the question of how much inflexibility is necessary, 
and what arrangements will produce it. Industry advocates of basing 
point pricing advance this system as a necessary barrier to undesirable 
price flexibility. The validity of this contention turns on the factual 
issues of profitability and the adequacy of investment. It is difficult 
to examine these factual issues in detail, because the necessary infor- 
mation is lacking. Nevertheless, in the important case of the steel 
industiy, the level of profits (even during the thirties) and of invest- 

1. For an expression of the business view, see the now famous letter of 
John Treanor of the Cement Institute, cited in Machlup, op, dt, p. 41 n. in 
which the cement industiy is characterized as one which “above all cannot . , . 
stand free competition.^' It is clear from the context that price competition is 
meant. For an expression of Clark's views see the article in American Economic 
Revievjj op. cit., and “Basing Point Methods of Quoting Prices," Canadian 
J oumal of Economics and Political Science^ November, 1938. 
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ment do not suggest that the multiple basing point system just barely 
succeeded in maintaining the necessary capacity. The analytical 
argument stated above in connection with the discussion of the level 
of margins and prices (page 294) applies here too; given the funda- 
mentally oligopolistic character of the markets in question, the 
danger of extreme price competition which would drive prices down 
to marginal costs in periods of slack demand seems small. The 
recognition by each of the rival sellers in the market of the relations 
between his price policy and those of the others should suffice to 
restrain the downward movements of prices in cyclical troughs before 
they reach danger levels. This presumes that the differences in costs 
among the firms are not so great that a price wffiich seems reasonable, 
or even high, to one seller, will be such as to drive another into liquida- 
tion. In such a situation, some redistribution of capacity among the 
firms in the market seems to be indicated. This possibility raises 
broad problems of public policy on the confiict between considerations 
of efficiency in performance and considerations of numbers of com- 
petitors and other aspects of market structure in the application of 
anti-monopoly policy which cannot be pursued here.^ Nonetheless, 
the assertion that any increase in cyclical price flexibility over that 
achieved under basing point pricing would lead to an undesirable 
extension of concentration requires more proof than has yet been 
offered. 

This discussion of the relation between alternative pricing 
systems and the adjustment of capacity to cyclical fluctuations in 
demand can best be summarized by saying that there is little evidence 
to show that one model is preferable to another on this ground. 
While a pricing arrangement which led to complete price flexibility — 
defined as prices always equal to marginal costs at the going output 
rate — might have undesirable repercussions on the level of capacity 
in the industiy, there is little to show that any of the four alternative 
pricing systems here examined would lead to such an extreme degree 
of flexibility. Aside from this, whatever advantages arise from those 
models which encourage more flexible pricing have already been 
discussed above in the section on price levds. 

The last test is the effect of alternative pricing practices on the 
organization of industries using them. It is appropriate to examine 
under this head an argument made repeatedly by business men 
defending the basing point system: namely, that under it, market 
interpenetration allows larger scale production than would an f.o.b. 

2. See E. S. Mason, ‘The Current Status of the Monopoly Problem,” to be 
published in Harvard Law Review, Augu^, 1949, for a discussion of this confiict. 
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mill pricing system.® This argument is advanced mth an earnestness 
and frequency that betokens firm belief in it by its proponents. Yet 
it is clear that a given group of plants will have, together, the same 
number of customers and the same amount of demand (assuming a 
given level of prices) under one pricing system as under another. 
Differences in the allocation of these customers among the several 
mills, arising from the presence or absence of market interpenetration, 
will not affect the average output of the mills. Thus the choice of 
pricing system will not in itself make either for a greater average 
utilization of capacity at a given scale of production or a larger 
average scale of production. Nor, as was argued above, is it likely 
that a rigid basing point system will lead to a lower price level than 
uniform f.o.b. mill pricing — thus, perhaps, stimulating a greater 
expansion of demand, and allowing larger scale production. A 
low'ering of the price level could be expected from a system which 
allows market interpenetration but does not have the rigid price 
leadership of the basing point system (see above, pages 294-296), but 
this is hardly what the argument imder consideration is advanced to 
defend. Perhaps the business belief derives its earnestness from the 
individual entreprenem's experience of the necessity of market inter- 
penetration to his firm in periods of slack demand: he sees it as a 
means of getting more orders and thus increasing his production rate. 
Failing to appreciate the relations of his efforts in this direction to 
those of other entrepreneurs, he generalizes his experience to the 
whole industzy. 

The single basing point system, and the multiple basing point 
system with strong price leadership may well promote the growth of 
smaller rivals relative to the larger price leader. These rivals are 
likely to be the first to shade prices if any shading is done, while the 
leader adheres to the formula; thus they can be more aggressive in 
reaching out for customers. Against this, for the single basing point 
system, must be put the opportunity the price leader has for penetra- 
tion into the market of any other seller without reduction in mill net. 
The leader may use this opportunity in such a fashion as to discourage 
efforts at too fast growth by smaller rivals.^ Under the multiple 
basing point system, the cost of freight absorption sets limits to the 
ability of the leader to penetrate other sellers’ markets, and thus his 

3. See for example Vol. HI of TNEC Papers published by the United States 
Steel Ccarporation, The Basmg Poird System, especially the discussion of “local 
monopolies” which would arise under f.o.b. mill pricing, 

4. Professor Machlup, op. cit., makes much of this point. See especially 
Ch; 5, pp. 151—168. In fact, he makes somewhat too much of it, in the author's 
opinion. 
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ability to use penetration as a punitive measure. The steel industry 
offers an example of the decline of the price leader’s share of the 
market which was continuous over the whole history of the firm. 
U. S. Steel’s share of the market for steel measured in terms of ingot 
production declined from 66 per cent in 1901 to 33 per cent in 1938.® 
This decline went on imder both Pittsburgh Plus and multiple basing 
point pricing, suggesting that whatever opportunities for punitive 
retaliation were open to the Steel Corporation under Pittsburgh Plus 
were not effectively utilized. 

Under uniform f.o.b. mill pricing, while price leadership could 
continue to function, secret price cutting would not be possible, and 
therefore, the leader and the followers would be similarly placed in 
this respect. Thus large firms might maintain their relative domi- 
nance better under uniform f.o.b. than under basing point pricing. 
Under f.o.b. mill pricing with discrimination, a film pattern of price 
leadership would not develop; a dominant producer might or might 
not compete aggressively against smaller rivals, and thus might or 
might not maintain his share of the market. This would also be true 
under universal freight equalization with independent base price 
determination. 

The fact that a change in the relative shares of the market over 
time which lessens the dominance of the largest producer is facilitated 
by basing-point' pricing (with price leadership) is not in itself neces- 
sarily desirable. To the extent that this change results from a kind 
of competition in which the level of prices and margins is little 
affected, whatever gains are made in terms of transferring production 
to more efficient units are retained by these firms, and the change 
produces no general benefits. If a market in which the same number 
of firms share more rather than less equally, is considered preferable 
on grounds of the undesirability of 'ffiigness” as such, even though 
the change has no effect on their behavior, then the kind of change 
the basing point system promotes is desirable. It often happens that 
the firm with the largest share of the market is a long established 
producer with less favorable plant sites and a greater proportion of 
old equipment than some of his smaller rivals. Then the kind of 
competition promoted by the fourth model pricing system or some 
similar arrangement is likely not only to cause a change in the relative 
shares of dominant and smaller firms in the market, similar to that 
favored by basing point pricing, but also to result in lower costs and 
prices. 

A multi-plant firm niay find it possible to practice geographic 

5. Part 26, appendix, p. 13853. 
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price discrimination even under uniform f.o.b. mill pricing by what 
might be called “internal freight absorption.” It could do this by 
shipping goods from a distant plant and billing the customer from a 
nearby one, or by making the actual transfer of the product from one 
plant to another. Another variation of this practice would be possible 
where output was produced in several stages; but all the final stage 
of production could be carried on at one location, while finishing vras 
done elsewhere and the final product marketed from the finishing 
points. In either case a multi-plant producer could sell in a certain 
local market area with much less investment than required of a single 
plant producer: in the first case by operating only a small plant in 
the area and using excess capacity elsewhere to augment the supplies 
of the local plant; in the second, by operating only a fibaishing plant 
(or even a warehouse) locally, while the major part of the production 
took place in other areas. Such practices, by permitting larger 
producers to penetrate the markets of smaller ones more easily than 
the smaller can retaliate, might decrease the ability of local producers 
to survive. Under present law, however, these practices could be 
restrained. Either the Robinson-Patman Act, forbidding price 
discrimination not justified by cost differences which tend to injure 
competition; section 5 of the Federal Trade Commission Act, 
which forbids unfair methods of competition, as found by the Com- 
mission and upheld by the courts; or even, in some situations, section 
2 of the Sherman Act, which makes monopolization or attempted 
monopolization of a market illegal, could be invoked against a large 
firm which used such devices to the detriment of local producers. 
With any pricing system vrhich permitted market interpenetration, 
the local producer would be placed under no special disabilities in 
competing with his larger multiplant rivals. He could choose to 
retaliate against penetration of his market, and would have only 
those handicaps imposed on him by his smaller size and limited 
financial resources. 

All in all, uniform f.o.b. mill prices appear to be no more, and 
possibly somewhat less, favorable to the existence and activity of 
independent competitors in the market than the other pricing models 
considered. Whatever virtues are possessed in this respect by basing 
point ^’’stems with price leadership are present in a stronger form in 
systems which allow market interpenetration but do not encoxirage 
price leadership. None of the systems offers any savings from changes 
in the scale of production, save as the lowering of price levels under 
model (4) or variants of it might stimulate a greater rate of growth 
of demand. 
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The results of all four tests taken together indicate that basing 
point pricing with price leadership (that has been characteristic of it) 
rates fairly low. In the form of a single basing point system, it 
receives low marks on all the tests. A universal freight equalization 
system with price leadership rates somevrhat better in respect to the 
adaptation of capacity to demand in the long run, including its effects 
on location, and perhaps in respect to the level and flexibility of price 
and to the viability of independent competitors too. A change from 
basing point pricing to uniform f.o.b. mill pricing would not be a 
great improvement, judged by the foregoing tests. In respect to 
price flexibility and the size of margins, uniform f.o.b. mill pricing 
would be little better than the basing point system. As far as it 
affected the ability of small producers to compete successfully against 
large ones, it might even be a little worse. Only in two respects does 
uniform f.o.b. mill pricing show clear advantages over basing point 
pricing: it would function much more effectively in facilitating the 
reduction of capacity in the face of a long run decline in demand, and 
it would eliminate the wastes incident to the uneconomical use of 
transportation arising from the discouraging of road and water 
transport, as well as that arising from cross hauling. The situation 
of secularly declining demand is hardly typical for the American econ- 
omy, and therefore the importance of the flrst advantage is not great. 

On the other hand, a change from the basing poiilt system to 
some pricing system which, while allowing market interpenetration, 
made diflSicult the formation of a rigid pattern of price leadership and 
still allowed customer choice of means of transport, could be expected 
to lead to fairly substantial improvements from a social point of view 
in the performance of the industries concerned. Most important 
would be the increased scope of price competition, with its effects in 
lowering costs and prices. Wasteful use of transportation would be 
avoided under this system as well as under f.o.b. mill pricing. The 
adaptation of capacity to changing regional patterns of demand would 
proceed in such a W’ay as to permit substantial utilization of excess 
capacity in old regions before new capacity was added. Finally, tlie 
possibility of price as well as non-price competition would offer to 
hew Arms in favorable locations using new techniques a method of 
striving to displace old, well entrenched producers. This development 
would benefit the general public as well as the successful competitors. 

What must be done to introduce a pricing system like that of 
model (4) in place of the now illegal basing point pricing practices? 
It is likely that businessmen in the industries affected would accept 
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it, since it would permit them to continue the practice of market 
interpenetration and to maintain their old customer relations, which 
their testimony before the Capehart Committee shows they wish to 
do. The effect of such a system in discouraging price leadership 
would not be immediately obvious, and thus would not be a reason 
for objection to it by the business community. The chief obstacle 
lies in the pronouncements of the law and of those who enforce it on 
price discrimination. The Robinson Patman Act, in section one, 
explicitly forbids price discrimination, not justified by cost and not 
made in good faith to meet competition, when it is likely to injure 
competition. The Federal Trade Commission, in its presentation of 
the Cement and Rigid Steel Conduit Cases, has shown itself zealous 
to enforce these provisions. The courts have blessed the FTC views. 
Further there has been a tendency in the FTC and the Anti-Trust 
Division of the Department of Justice to interpret “injury to com- 
petition’’ as injury to a competitor, as evidenced by the recent 
A. & P. and Standard Oil Company (of Indiana) cases.® 

This body of law and opinion must be changed in some way if 
a more competitive pricing system is to replace basing point pricing. 
The essence of such a system involves discrimination, as was argued 
in section II above. For instance, a universal freight equalization 
^^stem might be made legal by Congressional enactment, provided 
that the purchaser could, if he desires, specify the method of delivery 
and that he pays in freight figured into the delivered cost no more 
than the actual cost of delivery (though he may pay less). Such an 
arrangement must soon lead to occasional discrunination by sellers in 
favor of customers located on cheap transport routes accessible to 
rival sellers; and these varying discriminations will prevent the new 
price system from hardening in a set mold. The required change 
probably must be made by legislative action, since the process of 
changing the point of view of the courts, demanding as it does a prior 
conversion on the part of the anti-trust division and the FTC is 
alwajrs a slow one. At present, when the tide of opinion in these 
agencies seems to be running the other way, it would be even slower. 
Since there is already a demand for legislation on the subject of basing 
point pricing (see page 290 above), it may be hoped that vigorous 
discussion of the issues involved will produce an atmosphere in which 
constructive legislative action is both possible and likely. 

6. United States v. The New York Atlantic and Pacific Tea Company, 
GCA 7th, February 24, 1949 and Standard Oil Company v. Federal Trade 
Commission, CCA 7th, March 11, 1949. 

Gaul Kaysen. 
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MACHLUP ON THE BASING-POINT SYSTEM 


Professor Macblup^ has scored an academic ‘‘beat/' Having 
under preparation a volume on the economics of price discrimination, 
he has pushed the chapters on basing-point pricing into publication 
in time to ride the crest of the wave of public interest resulting from 
the cement decision and the hearings of the Capehart subcommittee. 
He should be a powerful ally for the Federal Trade Commission forces, 
for he has produced the ablest book-length presentation of the most 
extreme anti-basing-point attitude. He follows the line consistently, 
plus some points that were new to this reviewer, and which bolster 
up shaky sectors. The reviewer is known to dissent from some of 
the Commission's positions, and an author has a right to a review in 
which criticism is tempered with a sympathetic understanding of 
what the author undertook to do. But the reviewer has at least 
attempted a sympathetic understanding of the situations and positions 
of both sides. And when the book is an indictment, the defendant 
has rights too; and so has the reading public which must try to judge 
the dispute. These considerations move the reviewer to continue. 

Machlup's own philosophy he reveals as “old-fashioned liberal- 
ism," with faith in a “truly competitive order" and “confidence that 
a free society can be established and maintained by a people who 
insist on a wide dispersion and decentralization of economic and 
political power." Later, he reveals that this includes faith in a 
cyclicaUy-flexible price structure — a point on which economists 
have more doubts than on the general credo. On this latter, there 
will be little dissent, though it is not clear that the ideal of competitive 
decentralization can do all that is required of it in an economy com- 
mitted . to maintaining and stabilizing employment, with major 
reliance on responsible investment and pricing policies on the part 
of industries which presumably have some latitude of discretion in 
these matters, and are not completely governed by automatic and 
competitive forces. Our dominant standards in this matter are not 
imified. However, for purposes of this review, the competitive 
criterion will not be questioned. 

Machlup discusses the matter of bias, noting that nearly all the 
available material is presented on behalf of opposing parties in 
litigation. He does not say he believes that all the bias in the litiga- 

1. Fritz Machlup, The Basing-point System: An Economic Analysis of a 
Controversial Pn‘a?ig Praciice (Philadelphia: the Blakiston Company, 1949). 
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tion is on one side, but Ms argument proceeds entirely on that basis; 
and it never appears to occur to him as strange that truth should be 
the exclusive possession of one contending party. He does not believe 
in competitive decentralization of truth — in tMs matter at least. 
As to expei-t testimony, he notes, correctly, that it is confined to 
answering carefully selected questions, but does not note the basis of 
tMs in the law of evidence, whereby counsel is “bound” — whatever 
that may mean legallj’^ — by the testimony of his ovu witness, so 
that two-sided testimony would have a one-sided legal effect, wMch 
counsel cannot afford to risk. 

The reviewer has fancied that he found distortion about equal 
on both sides; and that the proper function of the unattached econ- 
omist starts with debunking both impartially, keeping in mind that 
demolishing an opponent’s argument does not solve the economic 
problem faced by the community', and should be a preliminary to 
reahstically-constructive analysis and recommendations. Since 
Machlup has done half the debunking very effectively, that would 
leave the reviewer the unw’elcome task of doing the other half and 
debunking MacMup. But this w'ould require another book. And the 
task is formidable; the structure MacMup is presenting is the cumu- 
lative result of twenty-five years’ labor by able advocate-specialists, 
its semantic devices tested and improved in the arena. It often makes 
the testimony of compan3^ officials, temporarily diverted from the 
work of running their companies, look naive and amateurish by 
comparison. And such officials have moments of unguarded frank- 
ness, such as their well-schooled opponents never seem to permit 
themselves. The latter never forget the bearing of a point on the 
legal strategy of their case. TMs advantage of continuity appears 
to have reached a point at wMch it overbalances the weight of legal 
talent wMch the companies can bring to bear. This last MacMup 
exaggerates, (p. 44, n. 10) with an imaginary picture of three Com- 
mission attorneys in the cement case “facing” fortj^-one company 
attorneys. The working ratio at most times was more like three to 
five or six, and the occasional interposition of separate counsel for 
particular companies was probably as much an embarrassment as an 
aid to the staff wMch had continuous charge of the case. 

Without impugning the sincerity of either MacMup or those who 
built up the Trade Commission case, it seems impossible to under- 
stand that case without realizing how- perfectly it is tailored to fit the 
task of outlaw^ing a particular trade practice under statutes that do 
not explicitly declare that practice unlawful. The practice centers in 
meeting competitors’ prices (“matcMng” those of your “co-conspir- 
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ators,” if the reporter is on the Commission's side and employing its 
brand of semantics) and the statutes stress consphacy, ^‘unfair 
competition,” and more recently, “discrimination in price,” with a 
dispensation for meeting competition in good faith, which seems to 
have been nullified by the most recent developments. From the 
reviewer's standpoint, the meeting of prices is normal competitive 
behavior, including differential mill-nets where producers at different 
points sell in overlapping areas. If the meeting of prices is regular 
enough, it comes to be expected, and so leads to the effect analyzed 
in oligopoly theory, with its characteristic sticky prices and mitigated 
competitive pressures. Those in the business recognize this and 
promote regularity, by upholding it as fair practice and condemning 
departures, by joint implementing action (e.g., common freight-rate 
books, converted into the units in which prices are quoted) or by the 
action of one producer (as when an irregular situation is met by 
announcing regular prices as low as, or lower than, the iri’egular ones 
previously in effect). The Commission, wanting to outlaw any 
“systematic” meeting of prices, finds these supporting practices 
helpful as evidence of collusion or coercion, but has pushed on toward 
the culminating doctrine of collusion inferred from mere conscious 
similarity of conduct. All this is necessary because, vrhile the main 
thing objected to is the stalemating effect of knowing that a price 
reduction will be instantly met, this effect is not, per ee, illegal. It 
has to be attacked as an end sought through combined action or 
discrimination. 

All this concern with whether past practices violated the language 
of a statute is necessary, but often seems to get far from the question 
of the economic effect of the practice for the present and the future, 
especially as judged by whether the effect of outlawing it is likely to 
bring any improvement. And that is one final reason for not under- 
taking all the debunking which one might be tempted to attempt. 

Machlup's basic picture is one of industries dominated by a few 
great concerns, using basing-point pricing as one among various 
deliberate devices for extinguishing competition in price (competition 
in service is neglected, and competition in quality is perhaps vestigial 
in these standard-product industries). This conscious control spells 
oligopoly in a broader sense than the sticky-price effect already 
mentioned, which can take place without collusion or conscious 
controlling action. This control is held responsible for the growth of 
industry taking place mainly through increased size of firms and only 
in small part through increased numbers (p. 167). Basing-point 
pricing is represented as playing its part in this discouragement of 
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new entries and retardation of their growth, in contrast to the more 
usual picture of it as part of a policy that ‘‘holds an umbrella” over 
the smaller competitors and allows them to grow faster than the 
company that bears the brunt of stabilizing prices. Machlup does 
not even mention the “umbrella” theory, nor the figures of relative 
growth which have given support to it. 

His picture is one of the big concerns exerting coercive pressure 
on smaller outlying concerns to remain non-base mills, or to keep 
their base prices high, thus restricting their growth; when it would be 
to their individual interest to set lower prices (pp. 159, 166-7, and 
cf. p. 101, 1. 9). “A small price reduction could thus secure him a 
most remarkable increase in volume,” “provided his competitors did 
not retaliate” (p. 112). “Retaliate” is semantics for any attempt to 
hold their customers and trade area when a competitor starts to take 
them away. But if they did thus fail to defend their competitive 
interests, one wonders how long it would be before it would be evident 
to Machlup and the Commission attorneys that their conduct was 
non-competitive. At other points (pp. 103, 176-7) Machlup admits 
the possibility of non-coUusive freight absorption, which “may in 
certain situations (situations not specified), promote price competi- 
tion” but thinks that, through retaliation or fear of retaliation, it 
would tend to eventuate in some collusive arrangement for the 
restraint of the practice. He does not mention that the practice 
might be restrained because sellers naturally don’t like to absorb 
more freight than they have to, to secure the volume they thinlr 
they need. Here, as elsewhere, he serves his argument by blurring 
the distinction between punitive reprisal and normal competitive 
effort. At another point (pp. 118-20) he sees nothing “natural” 
about basing-pomt pricing except that it is natural to want to get 
rid of competition. 

At still another point (p. 169) he says: “Without collusion the 
competing producers would try to gain bigger shares of the high-price 
business and, in competing for it, would bid down the higher prices 
until they were no higher than any others.” This might have some 
force as an argument that non-base mills would not remain non-base 
mills; but as an argument against the naturalness of freight-absorption 
by base mills, it breaks down. The actual situation of a competitor 
with no monopolistic intentions is something Machlup nowhere 
contemplates long enough to ask what such a one would “naturally” 
e.xample, if he were setting up the first cement plant in the 
IMississippi basin, and deciding how to meet the sales from the well- 
establi^ed Lehigh Valley district; and what he would expect the 
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Lehigh producers to do, in the normal effort to hold their existing 
customers. There is no recognition of the consequences of the fact 
that a general price reduction, while it may bring added sales, reduces 
the revenue from the existing volume of sales, while the immediate 
gain in revenue from an additional freight-absorbing sale is subject 
to no such deduction. Accordingly, his picture of what would happen 
in the absence of monopolistic collusion leaves out the principal 
reasons for freight-absorption. He avoids the explicit claim that, 
but for collusion, uniform f.o.b. mill pricing would naturally establish 
itself in these industries; but he gets the benefit of ai^uments that 
rest on this unwarranted claim (cf. pp. 102-6, where he takes this as 
his standard of comparison by which to judge the effects of basing- 
point pricing). 

In his picture, freight absorption (usually objected to on the 
ground that it is not strongly enough competitive) shifts at will to 
the other extreme and becomes a “built-in” instrument for coercive 
reprisal, the modem substitute for the localized predatory raiding of 
early Standard Oil days. The salesmen of the larger concern are 
represented as being able at wiU, with no change of prices, to multiply 
their sales in a rival’s home area, merely on a hint from the home 
office that it would look favorably on such expansion. Machlup 
does not say that freight absorption has actually been used in this 
way, merely that it could be so used; but that seems sufficient to 
convict it in his mind. 

This ai^ument probably imderlies the identification of the 
basing-point form of price structure with agreement to fix the level of 
prices, intimidating any who would reduce them. The origins of the 
practice, as well as its ultimate form, are constmed as the devising of 
a “formula” — presented with unnecessary wonder at its aQ^d in- 
genuity — for the deliberate puipose of extinguishing price compe- 
tition. As to origins, the industries would vigorously dispute the 
picture offered. 

Machlup seems to think that the companies knew from the start 
that they vexe violating the law, though elsewhere he says a thing is 
not illegal until it has been so declared (that is, not till 1945-48) and 
puts the blame on the auihorities for riowness m enforcing (declaring?) 
the law. The law must be flexible — here the reviewer agrees — 
and: “To complain about the ‘uncertainty’ which this involves is 
really to complain about the risks of evading the law” (p. 37) . Here 
in one ^ort sentence he both asserts and denies the uncertainty of 
the law. The logic of this r^illy amazing sentence is to assert riiat 
all doubts are settled in advance against the companies. 
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Only when ready to discuss the effects of outlawing the system 
does Machlup explicitly assert that the effects of a practice can be 
judged only by comparison with possible alternatives. He mentions 
several possible remedies which he dismisses as “untried and rather 
vague proposals” (p. 184). They are, be it noted, no vaguer, and 
are less ambiguous, tha.Ti the concepts of what competition vrould 
bring about in the absence of basing-points or of collusion. Yet these 
are requmd by his logic as a basis for any statements about the effects 
of basing-point pricing, and as to these he has no doubts. And he 
speaks as if the outlawing of basing-point pricing had definite meaning, 
though it sets up no defined alternative, and therefore, by his stand- 
ard, is meaningless. For this purpose he concentrates on uniform 
f.o.b. mill pricing, not claiming that this is what the present law 
requires, but holding that nothing short of this remedy is sufficient. 
He refutes the claim that it woidd set up “local monopolies,” ignoring 
its effect on competition in service, with respect to which there seems 
to be something in the “local monopoly” idea. And he dismisses the 
claim that uniform f.o.b. mill selling would not affect the degree of 
price competition, simply ignoring the rather substantial arguments 
that have been made for this contention (p. 185). 

His standard of desirable price behavior, which he expects this 
system to further, is flexibility, with prices lower in depressions and 
higher in booms than they have usually been. But apparently the 
boom of 1948 is an exception; he sees no reason why the introduction 
of the system in that year should not have led to lower average prices. 
Instead, base prices were not changed; and former freight-absorbing 
business now paid full freight, so these delivered prices rose. Machlup 
objects that in this the steel industry acted from political rather than 
economic motives, attempting to discredit the new system. He holds 
that it would lead to larger output and less unused capacity. This 
is a two-sided question. To the extent that fluctuations of demand 
in each region have to be supplied by the producers in that region, 
the average fluctuation of producer-output would be increased, and 
more reserve capacity be required. But if (as is doubtful) prices were 
driven lower in dull times, so that profits could be earned only when 
demand was close to capacity, the incentive to limit capacity would 
be increased. 

The major difficulty is that the effects of uniform f.o.b. mill 
pricing are highly uncertain. Some can be tentatively anticipated 
by serious study, but this is not a task to be quickly and easily accom- 
plished, either by seeking advice from theoretical economists or by 
inviting interested parties to testify before a Senate subcommittee, 
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although both methods may be useful in suggesting angles for further 
investigation. By comparison, Machlup's conclusions are seen to rest 
on an inadequate base; there are important and easily-foreseeable 
complications, jmentioned in the literature of the subject, with which 
his argument does not reckon. The considerations involved in the 
location of basic industry, fabrication, and trade, and in shifts of 
location, would repay intensive study; also the effects of stable- 
employment policies on this problem. Worth investigating is the 
hypothesis that less drastic and expensive changes offer more prospect 
of strengthening price competition than does compulsory uniform mill 
pricing, and noight be more effective without the latter than with it. 

The reviewer, while consciously trying to offset Machlup^s bias, 
has endeavored not to be unfair, and would be genuinely glad to be 
shown points at which he has been less than just. Like Machlup, he 
takes the problem seriously; so much so that he would rather acquiesce 
in some rulings from which he dissents, than see the power of control 
emasculated, if that were the alternative. But if oligopoly is as 
prevalent and as firmly rooted as Machlup represents it, dislodging 
or substantially weakening it will take more than even a drastic 
change in geographical pricing practices. Machlup^s picture of 
conditions would prove his own remedy inadequate. 

J. M. Clark. 
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THE POST-WAR REORGANIZATION 
OP THE GERMAN BANKING SYSTEM^ 


SUMMARY 

I. Basic purposes, 322. — n. Attempts at quadripartite agreement, 325. 
— III. Beorganization in the U. S. Zone, 325. — IV. Reorganization in the 
French and British Zones, 328. — V. The new Central Bank in the Western 
Zones,330. — VI. Reorganization in the Soviet Zone, 333. — VII. The situation 
in Berlin, 337. — VIII. Conclusion, 339. 

I 

Basic Purposes 

The general principles for the reorganization of the German 
financial system were laid down in the Potsdam Agreement of August, 
1946. The Agreement provided, on the one hand, that “the German 
economy shall be decentralized for the purpose of eliminating the 
present excessive concentration of economic power”; and, on the 
other, that “Germany shall be treated as a single economic unit” 
and that, “to this end common policies shall be established in regard 
to . . . currency and banking.” This continued to be the basic policy, 
for as late as July, 1947, the Commander-in-Chief of the American 
Forces of Occupation in Germany was directed by his government 
to “take such action as may be necessary to prevent the establishment 
of a centralized German banking system and an undue concentration 
of financial power, but to encourage the establishment of a central 
authority for the production, issuance and control of currency and 
for technical banking supervision.” 

The application of these principles to Germany’s banking system, 
as interpreted by U. S. Military Government, involved five basic 
policies^: 

1. Decentralization to a Land® basis of banking and of the 
routine supervision of banks; 

2. Establishment of a central bank for each Land; 

1. author was, during the major part of the period discussed, chief of 
the Banking Section of the Office of Military Oovemment for Germany (U. S.). 
The views expressed are, of course, his personal ones, and in no way reflect the 
views of that organi^tion. 

2. These policies were laid down in late 1945 by Joseph M. Dodge, later 
prerident of the American Bankers’ Association, then director of the Finance 
Diviaon, Office of Military Government for Germany (U. S.). 

3. A Ge rman Land is s i milar to' a State. Postwar Gfermany is divided into 
sixteen Laender. 
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3. Establishment of an Allied Banking Board and a Land Central 
Bank Commission for the purpose of controlling and administering 
the German currency and banking system by coordinating the 
activities of the Land Central Banks; 

4. Elimination of the Reichsbank and the central ofiSces of the 
'^Grossbanken”^; 

5. Elimination of excessive control by the banking system over 
German industry. 

The decentralization of banking was to be carried out by 
prohibiting any bank from establishing or retaining branches out- 
side the Land in which its head ofiBice was located.^ Banks were to 
be given a choice as to the Land in which they preferred to establish 
their domicile; branches and offices in all other Laender were to be 
liquidated or transfen'ed to independent purchasers. Banks were to 
be completely independent of any control by other banks, government 
agencies, bank associations, central associations,® or any similar 
organizations located outside the Land in which the bank was located. 
However, this reorganization of Germany’s banking system was 
limited to the decentralization of its control and organization, and 
was not to preclude any bank from carrying on business outside the 
Land in which it was located, nor from establishing correspondent 
bank relations with banks located outside the Land. The general 
super\usion over banks was to be a fxmction of the finance authorities 
in each Land. 

A central bank was to be established in each Land. Its capital 
vras to be provided initially by the Land government, but was to be 
subsequently reapportioned among the individual banks of the Land. 
The Land Central Banks were to serve as the channel for the distribu- 
tion of Germany’s currency, provide credit facilities to the individual 
banks in the Land, regulate interest and discount rates, execute open- 
market operations, regulate the reserve requirements of banks and 
hold such reserves in the form of deposits, serve as fiscal agent for 
the Land government, and supervise the clearing and settlement of 
financial 'transactions of the banks within the Land. 

The activities of the Land Central Banks were to be coordinated 
by a Land Central Bank Commission, representing the central banks 
of the Laender, and an Allied Banking Board, representing the Allied 

4. This term refers to the six biggest German banks. 

5. Original plans called for even further decentralization to county and 
township level, in accordance with the so-called “Morgenthau-Bemstein” policy. 

6. For example, Sparkassen- and Giroverbaende, Girozentralen, and 
Zentralkassen. 
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Governments. The Allied Banking Board and the Land Central 
Bank Commission were to establish common policies with respect to 
currency and banking in order to achieve maximum uniformity in 
the individual Laender, and were to be the sole authority in Germany 
for the issuance of currency. In their relation with the Land Central 
Banks, the Board and the Commission were to have sole control over 
the distribution of currency, the general regulation of bank credit, 
including interest and discount rates, the investment and open- 
market policies of the Land Central Banks, and the regulation of 
reserve requirements of the Land Central Banks and all other banks. 
Furthermore, the Board and the Commission were to control the 
institutions responsible for the clearing and settlement of financial 
transactions above Land level, and regulate all foreign exchange 
transactions. 

The Reichsbank and its afliliates were to be liquidated. The 
head oflSces of the “Big Six’^ — Deutsche Bank, Dresdner Bank, 
Commerzbank, Bank der Deutschen Arbeit, Reichskreditgesellschaft, 
and Berliner Handelsgesellschaft — were also to be liquidated, and 
their branches were to be reorganized on an independent basis within 
each Land. The Bank der Deutschen Arbeit, as the bank of the 
German Labor Front, was to be dissolved. The number of banks 
and branches was to be severely cut in order to adjust the banking 
apparatus to the drastically reduced requirements of the German 
economy. 

The elimination of excessive control exercised by the banking 
system over German industry was to be achieved by severing some 
of the interrelationships between the banks and large corporations. 
The control had been facilitated through investments in the stocks 
of corporations, as well as by the fact that in Germany banks acted 
as principal agents in handling stock exchange transactions, floating 
new securities, and sponsoring mergers and other types of combina- 
tions. Banks voted not only stocks owned by them, but also those 
held by them for safekeeping only. It was planned to forbid banks 
to be members of any stock exchange or to buy or sell stocks or shares 
except as agents for their customers, and then only through brokers 
or other established agencies other than banks. Banks were not to 
be permitted to invest their funds in common or preferred stock of 
corporations, and under no circumstances were they to exercise any 
voting rights in respect of any stocks or shares of any commercial or 
industrial company. There were, however, no definite plans to 
el i min ate other methods of control, such as, for example, interlocking 
directorates. 
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II. Attempts at Qtjadeipaetite Ageeement 

This American plan was introduced in November, 1945 for 
discussion at the Allied Control Authority, the quadripartite body 
governing Germany. In the early discussions, the main objections 
came from the British delegate. According to the British view, a 
radical reform of the banking system was not necessary, since it was 
an eflSicient system and did not wield excessive power; the decentrali- 
zation would make Allied control more difficult, make the economy 
more sensitive to crises and failures, and facilitate the tendency 
toward “local monopolies.” On the other hand, the Soviet and, at 
jBrst, the French delegate, too, felt that decentralization was the most 
urgent problem and that the creation of a central banking mechanism 
should be postponed until the decentralization had been carried out. 

In the course of the discussions, the various views shifted 
considerably. When the matter came up for a final discussion at 
the Allied Control Council in October, 1946, the U. S., British and 
French Military Governors agreed to the American plan for the 
reorganization of the German banking system, though the British 
Military Governor made it clear that he could accept the decentral- 
ization provisions only if the “constructive” part of the plan — the 
establishment of a central banking mechanism — was simultaneously 
agreed to. The Russian delegate accused the western powers of 
using the proposed legislation for preventing the decentralization of 
“bank monopolies.” He was willing to agree to the decentralization 
provisions of the plan, but not to the establishment of a central organ. 
This ended the discussions at the Allied Control Authority, and each 
delegate advised bis Government that no agreement could be reached.^ 

III. Reoeganization in the U. S. Zone 

Simultaneous with the first quadripartite discussions on the 
subject late in 1945, the U. S. Military Government informed the 
German Laender governments in the XJ. S. Zone of the basic principles 
that were to govern the reorganization of the German banking system. 
It was hoped that the German authorities could be convinced of the 
desirability of such a reorganization and put it into effect as their 
own legislation. Not only did this hope turn out to be vain, but in 
the meantime, the German banks were making strenuous efforts to 

7. Legislation for the elimination of excessive control exercised by the 
banking system over German industry had already been introduced by the U. S. 
delegate at the Allied Control Authority in October 1945. The matter was 
discussed innumerable times, but no agreement had been reached when the 
Alhed Control Authority ceased effective operation. 
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reestablish their previous positions and reintroduce the centralist 
controls tom apart in the last months of the war. The head offices 
of the Deutsche Bank and Dresdner Bank, which had been closed in 
Berlin, were replaced by central ofl&ces at Hamburg in the British 
Zone; the Commerzbank already had a head office in Hamburg. 
They now attempted to control from there the remnants of their 
systems in the western zones in the same manner as they formerly 
did from Berlin. As a result, U. S. Military Government felt itself 
forced, in March 1946, to instmct banks located in its zone that they 
must neither ask for nor accept instructions from any banking office 
outside the U. S. Zone.^ This order was considered to be of a tem- 
porary nature only, pending a more permanent law to be written, it 
was' still hoped, by the German authorities themselves. 

However, more than a year later, in May, 1947, when the German 
governments had failed to take, or even to plan, any positive steps, 
when quadripartite action seemed unlikely, and when the banks 
were still making strenuous efforts to reassert centralized control, 
the U. S. Military Government was forced into a position of ordering 
the decentralization of the control of the Deutsche Bank, Dresdner 
Bank and Commerzbank.^ Independent and disinterested custodians 
were appointed for these three ‘‘Grossbanken’’ in each Land. The 
custodians, responsible to the Land governments, were to manage 
and administer the property of these banks within each Land; but, 
in so doing, they were not to be influenced by the shareholders or 
officials of these banks. The names of the banks were changed so 
that the new names differed in each Land; twelve new names, three 
for each Land, replaced the previous three names.^ Their giro- 
systems® were broken up by requiring large clearings above Land 
level to go through the newly established Central Banks of each Land, 
The existing relations between these banks and their customers were 
not altered and their financial position in each Land remained un- 
changed. It was felt that a final reorganization of the ownership — 
in contrast to control — of these banks into separate, independent 

8. Even though the order referred to a decentralization of control to a 
zonal level only, it was interpreted widely as decentralization to a Land level. 

9. Military Goverrment Law No. 57 — Aypomtment of Custodians for 
Certain Bank Organizations. No action was taken in regard to the Reichskredit- 
gesellschaft and the Berliner HandelsgeseUschaft, which maintain no branches. 
The liquidation of the Bank der Deutschen Arbeit had already been agreed to 
by the Allied Control Authority and its closing was carried out in all four zones. 

1. It was ejqpected that currency reform would force considerable consolida- 
tion among these banks, as well as among the banking system as a whole. 

2. In Germany, the giro-^'stem is a bank transfer system for effecting 
checkless transfers of funds through a clearing system. 
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regional institutions should await the outcome of quadripartite 
discussions on the liquidation of their Berlin head offices, and that, 
in any case, the necessary evaluation of the property would be difficult 
before a financial reform.® Even though German officials had warned 
that the decentralization would weaken public confidence in the 
banking system and might lead to its collapse, there was in fact no 
run on the banks, no increase in withdrawals, no attempt to transfer 
funds into other zones, and the stock quotations of the affected banks, 
after a temporary decline, reached new heights a few months after- 
wards. 

The lack of cooperation on the part of the German authorities 
in the decentralization of the ^'Grossbanken” was matched by their 
failure to submit adequate plans for the replacement of the Reichs- 
bank by central banks in each Land. Proposals submitted to Military 
Government dealt mainly with the imdesirability of undertaking the 
reorganization and requested its postponement. Beyond this, the 
main difference between the American and German authorities was 
on the degree of political control to be exercised by the governments. 
It was the German contention that the banks should be owned and 
controlled by the state, in contrast to the American policy of having 
the banks owned by the member banks and controlled by represent- 
atives of the economy as a whole, including the government. The 
American position prevailed and appropriate legislation was pro- 
mulgated in December, 1946, stating specifically that it was requested 
by Military Government. 

A central bank was established in each Land of the U. S. Zone 
of Occupation on January 1, 1947.^ While the ownership of each 
Land Central Bank was, at first, in the hands of the Land govern- 
ments, the stock was to be sold within two years to the various banks 
operating within the Land.® Determination of major policies was in 
the hands of a board of directors, consisting of representatives of 
trade and industry, agriculture, labor, banking and the government. 
The banks took over the main functions of the former Reichsbank, 
though their clientele was limited to their member banks; for each 
central bank was conceived as a bank for banks and not as a competitor 

3. About three-fourths of the assets of these banks consisted of government 
securities. 

4. They were located in Munich (Bavaria), Stuttgart (Wuerttemberg- 
Baden) and Wiesbaden (Hesse). The Land Central Bank of Bremen was estab- 
lished three months later, by which time Bremen had become a Land of the 
U. S. Zone. 

5. This period was extended late m 1948, so that the stock is still in the 
hands of the governments. 
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of conunercial banks. Among their major functions were insuring the 
solvency of credit institutions, keeping available reserves against 
deposits, engaging in open-market operations, execution of cash 
transactions for the Land Government and granting of short-term 
credits to public institutions where this was not performed by other 
institutions, attending to non-cash transfers and the clearing of 
checks, and assisting in financial transactions with other German 
Laender. The Land Central Banks were to regulate the circulation 
of currency and the supply of credit in each Land; but they were not 
given the right to issue currency, though it was contemplated that 
they were to become, in time, the channel through which currency 
was to be distributed.® 

The activities of the four Land Central Banks were coordinated 
until early 1948 by an Advisory Coimcil consisting of two repre- 
sentatives of each central bank and one of each Land Ministry of 
Finance. The functions of the Advisory Council were limited to the 
establishment of common policies in the field of interest and discount 
rates, miTiirmiTn reserve requirements, open-market policies, and 
tranrfer and check transactions. Its recommendations were, however, 
not binding on each Land Central Bank."^ It was hoped that an 
expansion of the Advisory Coimcil would be able to serve, in time, 
as the central banking agency for all of Germany. 

IV. Reorganization in the French and British Zones 

The reorganization of the banking system in the XJ. S. Zone was 
followed by the nearly parallel action in French Zone. German 
banks were permitted to continue functioning and, with the exception 
of the branches of the Bank der Deutschen Arbeit, no banks were 
closed. Banks whose head oflSces were located outside the French 
Zone were requested to sever connections with their head ofiSces and 
Military Government representatives were appointed to supervise 
the activities of the branches of each of the banks concerned. In 

6. While the new banks were not the legal successor of the Reichsbank, 
they took over the current assets of the Reichsbank within each Land and assumed 
the liabilities of the Reichsbank as far as it was possible. Since claims on Berlin 
originating out of pre-occupation business were not transferred to the Land 
Central Banks, the resultant excess of liabilities over assets was balanced by a 
claim on the trustee of the Reichsbank for the Land. A general trustee for the 
Reichsbank was appointed for the entire U. S. Zone in order to facilitate the 
eventual liquidation of the Reichsbank. 

7. This was due to an error in translation. In accordance with the intention 
of Militaiy. Gk)verEanent, the recommendations of the Advisory Council were 
binding in the English text, which was, however, not the legal text. 
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March, 1947, Land Central Banks were established in each Land of 
the French Zone, which were nearly identical to the ones established 
three months earlier in the U. S. Zone. The only significant differ- 
ences were that the question of ownership of the central banks was 
left to the discretion of each Land, and that they were permitted to 
make short-term loans to private organizations operating in the 
public interest; the activities were not so strictly limited to those of 
a “bank for banks” as in the U. S. Zone. In October, 1947, the 
control of the Deutsche Bank, Dresdner Bank and Commerzbank 
was decentralized in the French Zone in the same manner as had been 
done in the U. S. Zone the previous May. The names of these banks 
were changed, their giro-system cut, and custodians appointed to 
eliminate the control of the central offices in Hamburg. No changes 
were made in the ownership of the banks. 

In the British Zone, unlike the other three zones, the banking 
system remained substantially unchanged irntil 1948. In the British 
view, decentralization of banking without some form of centralized 
control was not a workable solution and not in accordance with the 
principle of economic unity established in the Potsdam Agreement. 
Centralized supervision over the banking system was carried out 
directly by the British Military Government itself. Not until 
January, 1947 was some supervision — but excluding supervision 
over central banking, currency, reserve requirements and foreign 
exchange — put into the hands of the Land governments. 

Zonal central offices were established in Hamburg for the 
Reichsbank, Deutsche Bank, Dresdner Bank and Commerzbank 
to replace, at least in part, the former head offices in Berlin. Though 
these central offices were not supposed to exercise any control over 
their branches outside the British Zone, they attempted constantly 
to reassert their previous position. When, for example, instructions 
from these offices were no longer permitted as orders, they were 
quite effectively forwarded as “information.” 

In spite of British opposition to the decentralization, the action 
taken in the other three zones automatically decentralized the banking 
system of the British Zone to a zonal level. Beyond differences of 
principle, the main difference between the situation in the U. S. and 
British Zones was that, while the decentralization in the U. S. Zone 
had been carried to a Land level, that in the British Zone was carried 
only to a zonal level. The economic fusion of the two zones, as well 
as the de facto situation created in the British Zone as a result of the 
action taken in the other zones, made an agreement between the two 
Military Governments possible in October, 1947. In this agreement. 
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the British accepted the decentralization of the ^'Grossbanken’’ and 
the replacement of the Reichsbank by a Land Central Bank system, * 
both of which were finally carried out by the spring of 1948. In 
return, it was agreed to establish a central agency to coordinate the 
activities of the eight Land Central Banks of the two zones. 

V. The New Central Bane in the Western Zones 

During the discussions at the Allied Control Authority, it had 
been the American position that Germany’s decentralized banking 
structure be coordinated by a board consisting of representatives of 
the Land Central Banks. However, in the course of the bipartite 
discussions with British Military Government in the fall of 1947, this 
position was basically altered. The new central agency was not to 
be a board, but a central bank.® 

On October 30, 1947, agreement was reached that a central bank 
would be established in the West. In the agreement, the board of 
directors is composed of the presidents of the Land Central Banks, 
and a chairman and president of the board of managers selected by 
them. The directors exercise sole control with respect to the basic 
policies and functions of the Bank. It establishes common policies 
with respect to currency and banking and maximum possible xmi- 
formity of banking policies of the individual Laender. It issues and 
distributes currency,® provides for the general regulation of bank 
credit, including interest and discoimt rates and the investments and 
open-market operations of the Land Central Banks, rediscounts paper 
for them, regulates reserve requirements, holds deposits (including 
reserves), regulates the custody of securities, assumes the clearing 
and settlement of financial transactions beyond Land boundaries, 
serves as fiscal agent for the Bizonal Economic Administration, and 
supervises the agency controlling foreign exchange.^ 

After lengthy discussions between the British, French and XJ. S. 
Military Governments, as well as German authorities, the ‘*Bank 

8. This change in the American position was the desire of the Military 

Governor, General Lucius D. Clay, though his advisers opposed it. 

The directive of the Joint Chiefs of Staff of July 11, 1947, approved by the State, 
War and Navy Departments, provided against “the establishment of a centralized 
German banking system,'* but only for ^*the establishment of a central authority 
for the production, issuance and control of currency and for technical banking 
sopOTvifflon.” 

9. The issuance of currency is to be only on special instruction of the 
appropriate Alhed authorities. On June 20, 1948, concurrently with currency 
reform, the Bank was authorized to issue Germany's new currency. 

1.^ This supervision is to be exercised as soon as Military Government 
relinquishes its control over for^gn exchange. 
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Deutscher Laender’^ was established, on March 1, 1948®in IVankfurt, 
as the central bank for the western zones of Germany.® The organ- 
ization and functions of the Bank followed closely the agreed U. S.- 
U. K. principles of the previous October. The Bank is the ‘‘bank of 
the central banks’' and not a competitor of existing financial insti- 
tutions. It is not allowed to maintain branches or subsidiaries. Its 
activities are limited to transactions with member Land Central 
Banks, central banks of other German Laender and of foreign coim- 
tries, and the Bizonal Economic Administration. Its capital of RM 
100 million was subscribed by the member Land Central Banks in 
proportion to their deposits; annual profits, after the establishment 
of certain reserves, are distributed to each Land Central Bank in 
proportion to its capital participation. An Allied Bank Commission 
provides the necessary policy supervision on behalf of the Military 
Governments.^ 

By 1948, quite a few of the reorganization ideas originally 
planned in 1945 had been dropped or modified. Among the four 
main differences which still remain between the old Reichsbank 
system and the Bank Deutscher Laender is the latter’s decentralized 
control. The decentralized composition of its board of directors 
assures that the policies of the Bank are directed, ia accordance with 
the priuciples of a federal organization, hy representatives selected 
by the governments of the Laender. A second important difference 
is that the Bank, unlike the Reichsbank, is not permitted to engage 
in commercial business. The introduction of minimum reserve 
requirements is also a new feature in the German banking system, 
which was not considered desirable by the German authorities 
consulted in the establishment of the Bank. The Reichsbank had 
powers to regulate bank credit, including interest and discount rates 
and open-market operations, but had made no use of its power to 
establish minimum reserve requirements for individual banks. The 
fourth important innovation is the assumption by the Bank of the 
entire settlement of bank balances resulting from transfers between 
the Laender. The German banking system had contained at least 
four different transfer and settlement systems.® A reduction had 

2. The French 2fOne joined one month later, 

3. United States Military Government Law No, 60 and British Military 
Government Ordinance No. 129, 

4. The creation of this Cormnisiaon was necessitated in part by the insistence 
of French authorities, who were willing to join the organization if definite Military 
Government supervision were provided. 

5. The fo^ most important giro-systems were those of the Reichsbank, 
Reichspost, saving^banks, and cooperatives. 
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been recommended in the thirties, but was never carried out. They 
were now to be consolidated into one, insofar as transactions above 
Land level were concerned.® 

Many Grermans saw in the establishment of a central bank for 
the western zones a further step splitting Germany into two separate 
political entities. As such, they welcomed it no more than they did 
the Bizonal Economic Administration, in which they had seen a 
similar danger.^ Their main technical objections turned upon two 
points. Firstly, they objected to the decentralized control of the 
Bank and the absence of control by the Bizonal Economic Admin- 
istration. They felt that, while the interests of the Laender are 
sulBoiciently represented, the interests of the central government, as 
well as the interests of the various sectors of the economy, are not 
adequately represented. A second objection was the exclusion of the 
Bank from commercial activities. It was argued that the Reichsbank 
was permitted to undertake such activities and that even the Federal 
Reserve Banks had received permission in the early thirties to make 
certain commercial loans. However, these objections were not 
accepted by Military Government. Their acceptance would have 
resulted in a central banking mechanism very similar to the former 
Reichsbank system, and, thereby, would have practically eliminated 
the justification for the reorganization as a whole. 

The Soviet authorities were quick to point out to the German 
public that the western powers had taken a further step in the division 
of Germany. Supposed justification for this claim was found in the 
right of the Bank to issue currency, which would facilitate a separate 
currency reform in the western zones. It was argued that the Bank 
Deutscher Laender was based on most conservative principles of 
private enterprise — contraiy to the world-wide trend toward greater 
influence of the state in financial affairs — in order to leave the 
Bank in the hands of “private monopoly capital” and exclude “the 
people” from the supervision of the Bank. The Bank was considered 
a “tool of Wall Street,” which would be able to control the German 
economy through it. The Potsdam Agreement was, of course, 
considered broken again.® 

6. It seems quite possible that this consolidation wiU not be carried out as 
planned. 

7. The Social Democratic Party even refused to take an active part in 
bizonal organizations. 

8. The Soviet views were expressed in the Taeglicke Rundschau, official 
Berlin newspaper of the Soviet Military Administration, February 21, 1948. 
L Zvezdin, writing in the Nem Times, February 11, 1948, concludes that “using 
the new bank as an agent, or when necessary, as a screen or dummy, American 
monopoly capital will have every opportunity to seize key positions in Bizonia.” 
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VI. Reorganization in the Soviet Zone 

The reorganization of banking was most drastic in the Soviet 
Zone. With the beginning of the occupation in May, 1945, all banks 
were immediately closed and all accounts blocked. Outpayments of 
RM 300 were permitted to those depositors whose total account was 
less than RM 3,000; depositors with more than that amount were 
considered undeserving capitalists and received no funds.® The 
private banking system was replaced by five big state banks, one 
for each of the provinces^ of the Soviet Zone, and by new city banks. 
Municipal savings banks and agricultural credit cooperatives were 
permitted to continue functioning to the extent that they acquired 
new deposits. Eleven small private banks were temporarily per- 
mitted to do new business.^ A special bank, the Garantie- und 
Kreditbank, was established to finance undertakings of particular 
interest to the Soviet Military Administration. 

Steps were immediately taken to ^fiiquidate’’ the old banks in 
the Soviet Zone. In contrast to western concepts of liquidation, 
where available assets are distributed among the various claimants 
according to a definite priority, the Soviet idea of liquidation involves 
simply the locking of the doors of the institution after books, docu- 
ments, securities, cash, etc. have been removed, and the taking over 
of existing assets by the new state bank, no consideration being given 
to liabilities. Accordingly, the old banks in the Soviet Zone were 
completely emptied and their available assets transferred without 
compensation to the five state banks, which were charged with 
directing their “liquidation.^' 

The new state banks at once became the most important banks 

9. The partial unblocking was ordered by the Soviet Military Administration 
on March 9, 1946. The order begins as follows: “Owing to the bankruptcy 
caused by the criminal policy of the Hitler regime, the old German banks, private 
and public, have no resources that would enable them to pay out any old deposits. 
Considering, however, the fact that the interest of the owners of small accounts 
have seriously suffered as a result of the bankruptcy of private and public banks, 
and since I deem it necessary to give them material assistance, I order . . , An 
outpayment of RM 400 was permitted to persons unable to work and lacking 
any other means for their support, even if their account exceeded RM 3,000. 

1. The term “Province” is identical to the term “Land” in the western 
zones. 

2. The number of private banks seems to have fluctuated during the period. 
The Soviet member of the Finance Directorate, Allied Control Authority, reported 
in July 1946 that there were nine private banks in the Soviet Zone; in January 
1947 he reported the existence of eleven. Their average assets on March 31, 1946 
were about RM 2.6 million, in contrast to the average assets of the state banks 
of RM 1.8 billion. Early in 1948, plans for the discontinuance of private banks 
in the Soviet Zone were reported in the German press; Tagesspiegel February 25, 
1948. 
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of the Zone, accounting by the end of 1946 for about seventy-five 
per cent of total bank assets. They are completely owned and 
controlled by the state, the government of the province providing 
the capital, and the Minister President being responsible for the 
appointment of both the board of directors and the board of managers. 
The board of directors consists of the President of the province, as 
well as the Finance Minister and one representative each of agri- 
culture, trade, commerce, the Ministries of Finance, Economics, 
Trade, Municipal Administration, Agriculture and Labor, and two 
members selected by the employees of the Bank. The banks are 
ordered not to operate on the basis of profit and loss calculations, 
but in the ‘‘public interest,*’ as defined by a central plan. They are 
“Universalbanken” in that they are authorized to undertake any 
and all banking business, including at first even the distribution of 
currency. The profits of the banks, after provision for certain reserves, 
go to the state; any losses not covered by reserves and in excess of 
ten per cent of the capital are made up from the state budget. It is 
interesting that even though the raison dCHre for capital and reserves 
no longer exists in these organizations, it must have been hoped that 
organizing them along these lines would give them a semblance of 
business-like institutions. 

The Garantie- und Kreditbank was established as the main 
instrument of the Soviet Military Administration for the financial 
penetration of the Eastern Zone. The bank was originally founded 
in 1923, but after the end of the war its ownership was transferred 
to Soviet governmental agencies. Even though it continued to be 
organized and registered according to German law and as a German 
bank, both its board of directors and its board of managers consisted 
of Soviet citizens. In a very short time, it became one of the most 
important banks of the Soviet Zone and Berlin. Its assets increased 
from RM 900 million in December 1946 to more than RM 2 billion 
by June 1947. The bank finances the business of the Soviet-owned 
corporations of the Soviet Zone, which control an important part of 
the industrial production of the area; it has exclusive rights to handle 
all funds invested by the Soviet Military Administration in factories 
and other enterprises; it is the only export-import bank in the Soviet 
Zone and finances the exchange of goods between the eastern and 
western zones of Germany; it grants intermediate credits for the 
production of goods to be delivered to the Soviet Union as reparations ; 
it has large holdings of German real estate in Berlin and the Soviet 
Zone; and it seems to be the only commercial bank in the Soviet 
Zone with branches in all its provinces. 
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In May 1947, “Emissions- und Girobanken” were established 
in the Soviet Zone with functions nearly identical to those of the 
Land Central Banks of the western zones, including the function of 
note issue. The most important differences between the two systems 
result from the fact that the economies served by them are completely 
divergent; The Soviet Zone represents a socialized, totalitarian 
economy, while the western economies represent a state-controlled 
form of capitalism, with a free enterprise system as its goal as soon 
as more normal economic conditions are reestablished. As a result, 
the significance of monetary and fiscal policies is quite different in 
the two areas. 

Beyond this, the Emissions- tmd Girobanken differ from the 
Land Central Banks on two main points: ownership and control. 
The central banks of the Soviet Zone are state institutions, the 
provincial government providing the capital. The governments are 
liable for the banks’ commitments, receive their net profits, and bear 
their losses. Even Soviet acceptance of the terms of the western 
Land Central Bank legidation would not have altered actual owner- 
ship of the central banks. For provision of the capital by the banks 
of the province, instead of by the government, would still have left 
the central banks indirectly state-owned since the state banks in each 
province would contribute the vast majority of the capital. The 
capital of the Emissions- und Girobanken would, in that case, be 
indirectly owned by the governments through their ownership of the 
state banks. 

More important than the differences in ownership are differences 
in control. While the Land Central Bank system of the western 
zones recognizes the interest of the state in the banking astern, the 
control of the banks is largely in private hands, definite care being 
taken that governmental control does not become dominant. The 
reorganization in the Soviet Zone has put the Emissions- und Giro- 
banken rmder the complete control of the state. The board of man- 
agers is appointed by the Minister President of the province, as are 
six of the nine members of the board of directors. PiuHiermore, not 
only are the central banks controlled by the governments of the 
respective provinces, but, until May 1948, the Central German 
Administration of Finance for the Soviet Zone controlled interest 
rates, re^rve requirements, open-market policies, and carried out 
aU other functions which in the Land Central Bank system were 
originally carried out by the Advisory Council and later by the Bank 
Deutscher Laender. Thus, while the central banking mechanism in 
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the western zones is organized from the bottom up, that of the Soviet 
Zone is controlled from the top down. 

This basic situation was not changed when in May 1948, about 
three months after the establishment of the Bank Deutscher Laender 
as the central bank for Western Germany, the “Deutsche Emissions- 
und Girobank” was established in Potsdam as the central bank for 
the Soviet Zone.® It has the usual functions of a central bank, which 
it carries out by directing and coordinating the activities of the five 
Emissions- und Girobanken. The Bank controls the circulation of 
currency as well as the transfer of funds; it effects all interzonal 
clearings and directs all foreign exchange transactions. While the 
amount of its capital is identical to that of the Bank Deutscher 
Laender, more than one-half of it is contributed by the Central 
German Administration for the Soviet Zone, the remainder by the 
government-owned Emissions- imd Girobanken. Control over the 
Bank remains in the hands of the Central German Administration 
of Finance, whose chief serves as chairman of the board of directors. 
Among other members of the board of directors are the presidents of 
the Emissions- und Girobanken and a representative of the monopoly 
labor union (Freier Deutscher Gewerkschaftsbund). 

In spite of the great differences between the central banking 
system in*the East and West, the purely technical problems of their 
coordination are not insurmoimtable. The question of ownership 
could be left to the choice of each Land, as it is, in fact, in the Land 
Central Bank legislation of the French Zone. If the controls of the 
German A dmin istration of Finance for the Soviet Zone and the 
Deutsche Notenbank were tranrferred to an institution combining 
the central banks of Eastern and Western Germany, the technical 
differences between the eastern and western central banking mech- 
anisms would be quite small; for it must be kept in mind that the 
functions of the Bank Deutscher Laender are very similar to those 
which, in the Soviet Zone, are carried out by the Deutsche Notenbank. 
Agreement between the Soviet and western versions could, therefore, 
be reached along lines transferring to a central bank for all of Germany 
those powers which in the Soviet Zone and the three western zones 
are in two central banks. Soviet acceptance of this would be facilitated 
by the fact that the transfer of these functions would still leave tTi fim 
under state control, since the members of the board of directors are 
appointed by the government. When the Deutsche Notenbank was 
founded, the Soviet Military Administration emphasized the similar- 

3. The name of the bank was changed in July 1948 to ‘Deutsche Noten- 
bank, and it was planned to move the bank to Berlin. 
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ity between the organization of the Deutsche Notenbank and the 
Bank Deutscher Laender in order to keep the door open for a uniform 
system. In spite of this, such coordination would not be very sig- 
nificant so long as the political and economic systems served by the 
banking systems remain as incompatible as they are at present. 


VII. The Situation in Beelin 

Under the occupation, banking in Berlin^ became subject to the 
quadripartite control of the Allied Kommandatura. Before and 
during the war, Berlin had been the financial center of Germany so 
that its reorganization would have been particularly important. 
But no reorganization was undertaken ; there was only disorganization. 
In April 1945, all banks were closed by the Soviet Military Admin- 
istration. After arrival of the other Allies in Berlin, the Allied 
Kommandatura agreed in July of the same year that previous orders 
of the Soviet Military Administration were to remain in force as 
Allied orders. By 1948, the banks were still closed and the accounts 
blocked.® 

Banking facilities in Berlin during the period under discussion 
consisted of three new banks: the Berliner Stadtkontor, municipal 
savings banks and credit cooperatives.® The last two were of minor 
importance and, in the absence of investment opportunities, did little 
but administer deposits. The Berliner Stadkontor was established in 
the summer of 1945 as the only commercial bank in Berlin. The 
Bank had about 70 branches throughout Berlin, and was authorized 
to undertake any and all banking business. By 1948, the Bank had 
no statute, nor had it been provided with capital.’' In the absence 
of demand for credit, cash accounted for more than RM 2.2 billion of 
the total assets of RM 2.5 billion on December 31, 1946. The main 

4. The discussion of the situation in Berlin is limited to the period before 
the complete collapse of the city’s economic and financial structure in the fall of 
1948. 

5. An outpayment of RM 100 was made on deposits at savings banks in 
December 1947. 

6. A fourth bank, the afore-mentioned Garantie- und Kreditbank, also did 
business in Berlin under Soviet protection, even though its application to do so 
had been turned down by the Allied Kommandatura. 

7. La May 1948, the Magistrat of Berlin made plans for the reorganization 
of the Bank. Its name was to be changed to “Kreditbank von Berlin” and it 
was to be provided with a capital of RM 100 million. At the same time, the 
Magistrat recommended the establishment of a Land Central Bank in Berlin. 
This reorganization, however, could not be completed, since the Allied Kom- 
mandatura, whose approval was required, ceased effective operation at the time. 
A Land Central Bank was established later for the western sectors of Berlin. 
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activity of the Bank was the clearing of all interzonal payments 
between the Soviet Zone and Berlin, on the one hand, and the western 
zones, on the other. It also served as fiscal agent for the city of 
Berlin. 

With the Berlin banks closed, no repayment of outstanding 
loans or mortgages was possible. The Soviet Military Administration 
was opposed to permitting the banks to accept such payments, since 
this was considered a wedge for an eventual reopening. In April 1947, 
the Allied Kommandatura agreed to establish a commission con- 
sisting of four German delegates, one appointed by each of the four 
powers, which was put in charge of collecting outstanding loans and 
mortgages from debtors residing in Berlin. Amounts collected were 
deposited in the name of each individual bank at the Berliner Stadt- 
kontor and were blocked there. The collection of outstanding debts, 
however, made little progress. With bank accounts blocked, few 
debtors were in a position to repay; and since the commission was 
not authorized to return collateral, those who could repay were 
frequently unwilling. 

In the reorganization of the Berlin banking system, it was the 
Soviet intention to liquidate the banks and replace them by a social- 
ized banking system. But since in quadripartite discussions no agree- 
ment could be reached on their liquidation or reorganization, the 
Soviet Military Administration undertook a series of steps designed 
to create such confusion and disorder as to make a reestablishment 
of these banks impossible. 

Already in the last days of the war and the first days of the 
occupation, the Berlin banks had been severely raided both by 
Soviet troops and by Germans who used the opportunity of disorder 
to empty vaults and steal unguarded cash and valuables. In No- 
vember 1946, the Soviet Military Administration issued an order to 
remove all securities and docum^ts out of banks located in the 
Soviet Sector of Berlin; they were to be transferred for ‘"safe-keeping” 
to a special commission created by the Soviet Military Administra- 
tion.® In the course of 1947, the German Central Administration of 
Finance for the Soviet Zone was ordered to take over and administer 
the property of the major banks in the Soviet Sector of Berlin, Their 
boards of directors were declared out of existence and their functions 

“^^^PMersammelbank,” the most important centre for 
the collective deposit of a large proportion of securities in Germany, had previously 
been removed to Potsdam by the Soviets. Repeated Allied protests against these 
unimteral actions were of no avail. On the contrary, the Allies were informed 
t^t th^ pai^rs would be made available only for the purpose of liquidating 
the Berlin banks, but for no other reason. 
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transferred to the German Administration. In a further step, the 
accounts of a series of banks, including banks located in the western 
zones of Germany, both at the Berliner Stadkontor and the central 
post-check oflBice, were closed and blocked.® When these actions 
were protested by the western members of the Allied Kommandatura, 
the Soviet representative took the novel position that only new banks 
were within the competence of the Allied Kommandatura, but not 
the old ones, ‘‘and that, in any case, he intended to solve the problem 
in a radical manner.’’ In the meantime, the banks in the western 
sectors of Berlin continued to administer their property, though no 
new banking business was undertaken.^ 

The future of Berlin as Germany’s financial center hinges on 
Allied agreement on a unified Germany. Even before the breakdown 
of the Allied Control Authority, the outlook for unity had become 
so dark that many of the remaining bankers in Berlin were making 
efforts to move to the western zones. The attempt to preserve as 
much as possible of the old banking structure was slowly recognized 
as futile. Firm tripartite measures on the part of the Allies in the 
western sectors of Berlin might have prevented, or at least slowed 
down, the deteriorating position. But inertia, or perhaps the fear 
that it might aggravate the split between East and West, prevented 
the necessary action. 

VIII. Conclusion 

The structural reorganization of the German banking system is 
now completed. In the western zones, the Reichsbank has been put 
under custodianship pending its liquidation, Land Central Banks 
have been established to serve as central banks for each Land, and 
the Bank Deutscher Laender has been created to seiwe as central 
bank for the area as a whole and coordinate the activities of the Land 
Central Banks. The central control of the “Grossbanken” has been 
broken and decentralized to a Land basis. In the Soviet Zone, 
banking has been socialized, the old banks “liquidated” and the 
state made responsible for the central direction of all finances. 

The American plan for the reorganization of the German banking 
system was one phase of the so-called “Morgenthau-Bemstein” 

9. These accounts had been used quite legitimately by banlcs to receive 
interest payments from customers in Ber]^ and the Soviet Zone. 

1. The Soviet Military Administration protested on various occasions their 
activities as being contrary to the order closing Berlin banks. But when the 
Banking Committee of the Allied Control Authority investigated this charge, it 
was found that the activities of the banks, were not only legal, but, in fact, were 
requested by the Allies, fiie Berlin Magistrat, and had been specifically authorized 
in the orders closing the banks. 
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policy of a decentralized, non-industrial economy for Germany. 
The question of whether it was at all possible to force on Germany ' 
an agricultural economy became academic TOth the division of the 
country, at least econoncdcally, into East and West: the western 
zones by themselves certainly cannot become agricultural and still 
maintain reasonable living standards.^ While the actual application 
of the policy was, therefore, modified by the course of events, the 
underl3dng assumptions were, in the field of finance, rarely questioned. 

Instead, the drift away from the original policy was the result of 
the necessity to relieve the American tax-payer of the cost of feeding 
Germany by permitting suflBicient industrial output to help Germany 
pay in exports for minimum import requirements. Minimum living 
standards had to be assured not only to facilitate the occupation by 
avoiding disorder and non-cooperation, but were also necessitated by 
the recognition that in their absence it would be dfficult, if not 
impossible, to interest the German people in the ideals of democracy 
and keep them from the all too easy acceptance of communism. 
Moreover, it soon became clear that low industrial production in 
Germany would not only keep German living standards down, but 
would also seriously interfere with the economic recovery of Western 
Europe. These factors soon forced modifications in the earlier em- 
phasis on decartelization, decentralization, and de-industrialization. 

Nevertheless, the application of these principles to the German 
banking system was defended by the American Deputy Military 
Governor as late as December 1947 on the basis of the important 
contribution made by the “Grossbanken” to the rearmament of 
Germany: “Through their political influences and their powerful 
grip upon the financial and economic life of Germany these banks 
were able to force independent small German businesses into giant 
cartels and trusts, and to provide the financial guidance and material 
aid to the German invading armies which enabled them to exploit 
the financial and economic resources of the occupied countries.” 
He concluded that this would not have been possible had Germany's 
banking system been based upon decentralized fines. 

It is not quite clear whether decentralization was supposed to 
serve as a punishment for evil deeds or as a method of making future 
wars more difficult, or both. It seems that it was not the former, 
since democratic procedures would have required a trial before 
punishment. Originally, it was planned to try at least the Dresdner 
Bank, but the trial was dropped for lack of sufficient evidence; the 

2. Even Mr, Morgenthau, in his Germany is our Problem (New York and 
London, 1945), pp. 56--o6, assumes for his plan a united Germany. 
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activities of the Bank were, no doubt, evil, but not necessarily illegal. 
In addition, it would have been difficult to prove the guilt of the 
institution beyond the guilt of its individual naembers. 

The policy of decentralizing Germany’s banking structure was, 
therefore, based mainly on the assumption that her centralized 
system assisted in the conduct of the war in a way in which a de- 
centralized system could not. Not only is it doubtful whether, in a 
modem state, financial means per se could ever be a serious bottleneck 
to industrial expansion, including armament production, but it seems 
unlikely that a decentralized banking system would ever be a hin- 
drance to a nation eager to go to war. The measures taken in the 
western zones could be reversed qmcldy; but that would not even be 
necessary. A financial system adequate to do its share in the pro- 
motion of sufficient industrial production in Germany to assure 
TTiinitniiTn living standards is also in a position to provide the financial 
means for armament production. It is unlikely that Germany’s 
reorganized banking system will contribute to a democratic Germany 
in a way that the previous system could not have done. 

The decentralization of the German banking system will not 
seriously interfere with the present strenuous efforts towards industrial 
expansion. Nevertheless, it seems doubtful how long the system 
wall prevail in its present decentralized form. It has not found the 
approval and cooperation of many German authorities. Officials in 
Military Government expected this, but hoped that they could enforce 
it over a lengthy period so that the Germans would, in time, recognize 
it as workable and accept it as beneficial. However, the eagerness 
to enforce the original policy in the financial field has weakened 
considerably with the sMt away from it in the industrial sphere. 
Furthermore, the reorganization is contrary to the trend of events 
in aU other industrialized countries, including the United States. 
Not only has the independence of local institutions been severely 
reduced and the control of central institutions strengthened every- 
where, but the interference of the state in the financial affairs of the 
nation has become more direct and extensive. The reorganization 
of banking in Germany seems now like an unnecessary and futile 
attempt, the success of which assumes conditions which have not 
existed for a long time and which are not likely to return in the for- 
seeable future. It is doubtful whether the well-meant attempt has a 
chance of survival. 

Hans A. Adleb. 

Habvard Law School 
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SUMMARY 

I. Introduction, 342. — II. A goal to be attained: a social science, 343. — 
HI. Objectivity of the goal, 348. — IV. Social philosophy and ethics, 353. — 
V. A practical and normative science, 367. — VI. Conclusion, 360. 

I. Introduction 

The central issue emerging in this paper is the question of 
whether the economy has a goal beyond the market-place aims of 
individuals. The problem arises from the primary purpose of the 
article, which is to present the nature of economic science according 
to Heinrich Pesch.^ To Pesch the nature of the science of economics 
follows logically from the nature of the economic system. To what 
extent his position conforms with prevailing views will be indicated 
by reference to the recent Anglo-American literature on this topic. 
The significance and applicability of the approach will be shown by 
a few selected references to his consumption theory. 

1. Heinrich Pesch, S. J., was bom in Cologne on September 17, 1854 and 
died at Valkenburg, Holland, on April 1, 1926. His first social studies were made 
at the University of Bonn in 1872, at which time his professor of economics was 
Erwin Nasse. On January 10, 1876 he entered the Society of Jesus and was 
trained during the next fourteen years in classical literature, philosophy, theology, 
higher mathematics, and the natural sciences. Four years of study in England 
gave him a realization of the distressed lot of the Lancashire workingmen, one of 
the main motives inspiring him to dedicate his life to the aid of the laboring class. 

After the completion of the formal course of the Jesuit Order, Pesch devoted 
himself for the next ten years to the private study of economic theories and con- 
ditions. Then in 1901 at the age of forty-seven he resumed the formal study of 
economics. For two years he studied at the University of Berlin under Gustav 
SchmoUer, Max Sering, and the professor to whom he attached himself most 
closefy, Adolph Wagner. The remaining years of his life were dedicated to writing 
on economic subjects. His major publications are: Diesoziale B^dhigung derKirche 
(Berlin, 1891; 3d ed.; 1911); Liberdzsimts, SociaMsmus und chrkUiche GeseH- 
sckaftsordnung (2 vols.; Freiburg i. Br., 1896-1899; 2d ed.; 1901); Eihik und 
Volkswirtschifl (Freiburg i. Br., 1918); and his monumental life-work, Lekrhuch 
der Nalionaldkonamie (5 vols.; Freiburg L Br., 1905-23; vols. I-III, 2d-6th ed.; 
1924-26.) Honorapr degrees were bestowed upon him in the closing years of his 
life by the University of Cologne and the University of Munster. 

For further details cf. Pesch’s autobiography in Die VolkswirischafUekre der 
Qegenwart in SdbstdarsieUungejif F. Meiner, ed. (Leipzig, 1924), VoL I, pp. 190-208; 
the article, “Heinrich Pesch,” by Goetz Briefs in Encyclopedia of the Social 
Sciences (New York, 1937), Vol. Xll pp. 91—2; and the brochure, Heinrich Pesch 
and Theory of ^tdarism by Franz H, Mueller (St. Patfi, 1941). 

342 
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Heinrich Pesch was the first theorist who attempted to con- 
struct an economic theory based on Aristotelian-Thomistic philoso- 
phy. He is sometimes referred to as the leading Catholic economist, 
which is correct only in so far as Scholastic philosophy is commonly 
held by Catholics; but its adherents are not limited to Catholics, for 
it is a philosophic system based on reason rather than on faith.^ 

Adam Smith’s classical title. An Inquiry into the Nature and 
Causes of the Wealth of Nations, epitomizes the general approach of 
Pesch to the study of economics. His concern is the general welfare 
rather tbaT> private profit. He thus defines economics: ‘‘The science 
of the economic life (the process of providing material goods) of a 
people, considered as a social unit, bound together by the politico- 
social community life.” Or, with direct application to the modern 
economy: “The science of the economic life of a politically united 
community, on the level of a developed exchange economy, in rela- 
tion to the material national welfare as a goal required by the social 
purpose of the political society” (I, 457). 

II. A Goal to be Attained 

Before discussing the problem of the goal of the economy, it 
should be noted that Pesch, in agreement with most contemporary 
economists, holds that economics is a science. There is not, how- 
ever, general agreement about what is meant by “a science.” As 
Pesch points out, the dispute about the nature of economic science, 
which was a matter of intense interest in Germany at the turn of the 
century, is only a derivative of the more comprehensive battle in 
regard to the nature and method of science in general.^ For him a 
science in the objective sense is “a summary of the general and cer- 
tain knowledge and truths extending ultimately to the relatively 
last cause about a given subject” (I, 461). Some today would rather 
limit the notion to knowledge acquired by a particular method, such 
as a priori deduction, or to what can be measured, or can be verified 

2. Pesch explicitly asserts that in his work he has “not treated the econoimc 
material in a ‘theological manner.’ ” Furthermore it is his belief that though his 
soci^ philosophic system, solidarism, obtains its complete meaning from a 
Christian WelkLTiscluLUUTig, nevertheless it can be accepted by anyone from the 
standpoint of pure humanitarianism and the national welfare. (Jjehrbuck der 
Naiumdokonomie, II (3d ed.; Freiburg i. Br.: Herder, 1920), p* vi. 

In the remainder of the article aU references to the Lehrbuch will be to the 
latest editions and will be embodied in the text. The translations from Pesch 
have been made by the author, 

3. Heinrich Pesch, “Eineneue Richtungin der NationalCkonomie,” Stimmm 
aus Maria-Laachj LXXX (January 1911), p. 54. 
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by empirical tests.^ In many respects the Peschian concept of eco- 
nomics is closer to the thought of those who deny economics is a 
science thfl.n it is to the position of some who claim the prerogative 
of a science for economics but attempt to confine it within the narrow 
borders of the exact sciences.® 

The social aspect of economics, which is not a matter of dispute 
among contemporary economists on the formal level of definition, 
receives particular emphasis in Pesch. For him economics is not a 
mere theory of goods. Goods are needed, produced, exchanged, and 
consumed by men, who are not Robinson Crusoes, but who live in 
society. Moreover, as economics treats of the national whole, it 
deals with the economy of a politically united people. Still, he admits 
it is indisputable that “economic life has its source in human needs, 
which are given in and for themselves independent of determined 
and particular social supposits and which clamor for satisfaction in 
every form of social organization^* (I, 502), 

The important conclusion which Pesch draws from the social 
aspect of economics marks the chief difference between the German 
economist and many modern theorists. It is that economics, being 
a social science, is concerned with a goal to be attained: “In the 
natural sciences it is a question only of the knowledge of causes and 
effects; in the social sciences, however, to which economics belongs, 
ultimately about the knowledge of means and results in relation to 
a desired goal.**® And in the Lehrbuch he adds the thought that the 
human conduct and striving, which are the object of research in a 
social science, are evaluated according to their adaptation to the 
purposes which they serve (1, 473-4). 

4. For an example of the linuted concept of science, cf. Lionel Robbins, 
An Essay on the Nature and Significance of Economic Science, (2d ed.; London: 
Macmillan, 1948), esp. pp, 104-106, 139-41; also his articles, ‘Tive and Dead 
Issues in the Methodologj^ of Economics,” Economica, new series, Vol. V, (August 
1938), p. 347; and "Interpersonal Comparisons of Utility,” Economic Journal, 
XL VIII (December 1938), p, 639. For a criticism of Robbins in conformity with 
Pesch's position, cf. Lindley Fraser, Economic Thought and Language: A Criligue 
of some Fundamental Economic Concepts (London: Black, 1947), pp. 30-31; and 
his article, "How Do We Want Economists to Behave?”, Economic Joumed, 
XLII (December 1932), p. 560, 

5. Frank H. Knight: "If we accept the aphorism, ‘science is measurement,’ 
as a definition of science, which is its only intelligible meaning, then there is no 
such thing as ‘economic’ science . . .” (American Economic Review, XXIV, Jxme 
1934, p. 236.) Raymond T. Bye: "... Science may almost be said to begin with 
measurement ... It is better for the present, to designate economics as ‘a branch 
of learning’ than as a science.” (Journal of Political Economy^ XLVIL October 
1939, pp. 637-40.) 

6. Heinrich Pesch, Ethik und Volkswirtsckaft (Freiburg i. Br. : Herder, 1918), 
p. 154. 
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The goal of the economy is the central notion of Pesch's concept 
of economic science. This means that “for the complete and correct 
establishment of the content of economic theory the teleological 
method is of outstanding importance’’ (I, 565). For, without first 
establishing the goal of the economy, there is no criterion of choice 
between the multitude of ends and means which confront the econo- 
mist. “Upon the determination of the goal . , . depends the choice 
of the means” (Ibid.). It is this goal which is used as the yardstick 
to determine which means are favorable, efficacious, or useful. The 
activities of individuals and organizations, and the production and 
distribution of goods, are called economically useful in as much as 
they serve this goal, and only in so far as they serve it. 

The antithesis of the Peschian teleological position is to be found 
in the dictum of Lionel Robbins: “There are no economic ends.”’ 
It is claimed that “economics is entirely neutral between ends; that, 
in so far as the achievement of any end is dependent on scarce means 
it is germane to the preoccupations of the economist.”® If the 
dictum, “there are no economic ends,” is only a cryptic way of saying 
that without the aid of some other discipline the economist cannot 
establish the goal of the economy, then, although the words are not 
happily chosen, there would be no disagreement in thought. If, 
however, this means that no matter what end is sought, whether to 
build a house or to live a life of debauchery, whether to produce 
“guns” or “butter,” as long as it is done in an efficient way, it is 
economics — and this is apparently what Professor Robbins has in 
mind — then there is a most fundamental difference between Robbins 
and Pesch. The former considers only the economical use of the 
means; in fact, one wonders whether it would be a caricature of his 
position to portray it as “the means justifies the end.” Pesch, while 
giving due weight to the economical application of means, sets up 
a higher criterion, the purpose for which these means are used eco- 
nomically. The issue has been put most aptly by his follower, 
Oswald von Nell-Breuning: 

Is there a raison d’etre for the economy? In other words, has the economy 
as a whole, as a material phase of human social life, a material goal? Or does just 
each individual act in isolation, and does it depend only on him which goal he 
sets up in his economic activity? , , . The question aims much more at this, 
whether only that is true which daily experience teaches us, or whether beyond 
the different goals which individuals choose and antecedent to men setting up 
such material goals in their economic activity, does there simply preexist a given 

7, Lionel Robbins, Nature and Significance of Economic Science, op. cU., 
p. 145. 

8. Ibid., p. 24. (Italics in original.) 
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material goal of the economy f This would mean : all activities serving this objective, 
and producing fruits conducive to it, are exactly on this account “economic’ and 
whatsoever has nothing to do with this objective, has exactly for this reason nothing 
to do with the economy. All activities aiming at this objective, but producing 
imtoward results, are again on exactly these grounds truly “economic,” but wrongly 
applied.® 

Even from the point of view of efficiency, recognition of the 
goal of the economy is important, for it is no less wasteful to be 
“economical” in the pursuit of a false objective than it is to be 
uneconomical while seeking the proper objective. As Cannan indi- 
cated in his criticism of Robbins, logically, he should have no objec- 
tion to a man burning down his house to cheat the insurance company, 
as long as he does not “use more matches than are necessary!”^ 

Heinrich Pesch does not ignore the idea of the efficient use of 
means. But he does hold that the principle of economy is broader 
than economics; it is a principle of reason applicable to all phases 
of human activity. “The 'principle of economy' (the optimum pro- 
portionality between means and ends, the greatest gain with the 
least effort) is a general principle of practical reason; a principle of 
prudent, rational management of affairs, proper not merely to eco- 
nomic life, but extending even to being a cosmic principle” (I, 467) 
But, while economical choice of means is an indispensable condi- 

9. Oswald V, Nell-Breuning, S. J., Die soziale Enzyklika (Cologne: Katbo- 
lische Tat-Verlag, 1932), pp. 61-62. (Italics in original.) In general I have 
followed the English translation of this passage offered in Reorganization of Social 
Economy^ B. W. Dempsey, S. J., (ed.) (New York: Bruce, 1936), pp. 84-85, 
except where I have believed that a more literal translation would help to bring 
out the emphasis in the original. 

1. Edwin Cannan in his review of “An Essay on the Nature and Significance 
of Economic Science,” Economic Journal XLII (September 1932), p. 425. 

2. In an unsympathetic criticism of Pesch, Abram L. Harris charges “in no 
place does he completely grasp the notion of economy in its correct meaning of 
a rational allocation of scarce resources, which constitute a system of means for 
the satisfaction of wants, the latter being organized into a system of ends.” And 
he accuses him of a “defective or wrong formulaion of principle” in his view of 
econom 3 ’-. (Abram L. Harris, “The Scholastic Revival: The Economics of 
Heinrich Pesch,” Journal of Political Economy, LIV, February 1946, p. 41.) 

Minor defects in IMr, Harris’ criticism of Pesch are that he makes use only 
of the first edition of the Lehrhuch I published in 1905 rather than the latest 
revised edition of 1924; there is an illogical misinterpretation of Pesch’s meaning 
in at least one sentence quoted; and statements of the principle of economy in a 
form in keeping with his own are overlooked, for example, in Volume IV, pp. 14, 
133, 315. But the main weakness is that it seems unfair to accuse Pesch of a 
defective or wrong formulation because he does not always use a form whose 
acceptance is not undisputed among contemporary economists. Even Professor 
Frank H. Knight, the authority to whom Mr. Harris appeals, admits: “ ‘Cost,’ in 
this sense (in the Marshallian boy-and-berries case) is ‘pain cost,’ or ‘opportunity 
cost,’ as one prefers; there is no real difference in meaning between the two,” 
{Risk, Uncertainty, and Profit, p. 73.) 
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tion and cause of most favorable results in economic activity, it 
still cannot be in itself a final determinant. It is subject to the 
correct ordering of ends. Technically the question is: What is being 
maximized? 

Moreover, Pesch sees in the principle of economy itself, an 
implicit teleological principle. The homo economicus, who seeks his 
greatest profit with the least sacrifice, is guided by a goal. He has 
a very clear idea of what wealth is, and he directs all his efforts toward 
the end which lies within this concept (I, 469). It is on similar 
grounds that Lindley M. Fraser has criticized Robbins: 

If he (Robbins) adinits — as he clearly does — that it is an objection to a 
given way of achieving a purpose that it is ^uneconomical/ then he is implying 
that ‘economy’ is an end and that waste is bad. He is assuming that ‘rational/ 
i.e., economical choice is something worth striving for, and that this end is some- 
thing with which the economist is directly concerned, and towards which he 
cannot be indifferent.® 

Robbins^ position that there are no economic ends seems to be 
the more common opinion today; it is always assumed at the text- 
book level, and many theorists, omitting all discussion, take it for 
granted. On the other hand, there are a large number of economists 
who have explicitly expressed the importance of the study of the 
goal of the economy. This latter group includes such names as 
J. M. Clark, Bye, Hawtrey, Wolfe, F. D. Graham, Salz, Walker, and 
Suranyi-TJnger.^ To quote but one of these, Hawtrey states: 

3. Lindley Fraser, “How Do We Want Economists to Behave?” op. cii., 
p. 568. (Italics in original.) 

4. cf . J. M. Clark, “Some Current Cleavages Among Economists/’ American 
Economic Review, XXXVII, Proceedings (May 1947), p. 9; Raymond T. Bye, 
“The Scope and Definition of Economics,” Journal of Political Economy, XL VII 
(October 1939), p, 627; and his “Some Criteria of Social Economy/’ American 
Economic Review, XXXIV, Proceedings (March 1944), pp. 1, 7-8; R. G. Hawtrey, 
“The Need for Faith,” Economic Journal, INI (September 1946), pp. 363-64; 
A. B. Wolfe, “Economy and Democracy,” American Economic Review, XXXIV 
(March 1944), p. 3; Frank D. Graham, (Discussion) “Ethics in the Study of 
Democratic Principles,” American Economic Review, XXXIV, Proceedings 
(March 1944), p. 55; Arthur Salz, “The Present Position of Economics,” American 
Economic Review, XXXIV, Proceedings (March 1944), pp. 18^19; E. Ronald 
Walker, From Economic Theory to Policy (Chicago: Chicago Press, 1943), passim; 
Theo Suranyi-Unger, “Facts and Ends in Economics,” Economic Journal, XLIX 
(March 1939), pp. 1-13. 

It may be well to note that Bye in his “Scope and Definition of Economics,” 
op. cit, on p. 627, after attributing a fxmction to be performed to the economy 
denies that this is a teleological view, because “there is no implication that the 
social machinery of economizing has been consciously promoted by any beneficient 
creator, either human or divine, or that it accomplishes its task efficiently.” This 
denial is based on an erroneous idea of the meaning of “teleological” and fails to 
appreciate that “function,” in the sense of a task to be performed, and 
“teleological” are correlatives. 
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Whoever denies that there are ri^ts ends to be sought stultifies all action 
. . . But if economic doctrine is to carry conviction it must proceed from a con- 
ception of welfare, in the widest and deepest sense, as well considered as the 
conduct of men in general. Theory which professes to dig)ense with that essential 
requirement is vanity and striving after wind.® 

It may be helpful to summarize here the main differences on 
the nature of economic science as between Pesch and the more com- 
mon contemporary position represented by Robbins. 


According to Pesch: 

1. Economics is a social science, i.e., a 
summary of general truths of which 
we are certain. 

2. The economy has a goal to be 
attained: the providing for the 
material needs of the people. 

3. In economics a teleological approach 
is required. 

4. The formal object of economic 
science is the goal of the economy. 

5. The principle of economy is a 
subordinate criterion. 

6. Economic theory relies on social 
philosophy and ethics. 

7. Economics is a practical science. 

8. Economics is a normative science. 


According to Robbins: 

1. Economics is a social science, i.e., a 
summary of truths derived from 
deduction, capable of being empiri- 
cally tested. 

2. The economy has no goal. 

3. In economics a positivistic approach 
is sufficient. 

4. The formal object of economic 
science is alternative choice. 

5. The principle of economy is the 
ultimate criterion. 

6. Economic theory is completely 
divorced from social philosophy and 
ethics. 

7. Economics is a speculative science. 

8. Economics is a positive science. 


If we look for the fundamental reason for such a series of contra- 
dictory propositions, we will jfind it ultimately in the different con- 
cepts of ^‘science” of the two authors. Robbins' scepticism has led 
him to consider scientific only that which can be measured, or which 
is subject to empirical test. This faulty epistemology coupled with 
the desire to build a purely scientific economics has led to his sub- 
sequent conclusions. 


III. OBjEcnviTr OP the Goal 

If the goal of the economy is something more than the sum of 
individual market-place aims, how does the economist derive a 
knowledge of it? Is it sufiacient to know what the opinion current 
in a given community at a given time postulates as the goal? Or, 
is it rather a question of an objective reality? 

According to Pesch, unaided economic science cannot determine 
what is the aim of the economy. Nor is it sufficient to make an 
empirical study of current opinion, to take prevailing values as data. 
Knowledge of the goal of the economy is acquired by “philosophic 

5. R. G. Hawtrey, op. cit., pp. 363-364. 
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deduction” from the notion and nature of society and the economy 
(I, 532-33). Elsewhere he explains that after learning the supreme 
norm of all social theory from social philosophy, the economist draws 
the inferences required to achieve the aim of that part of social life, 
which is called the national economy (I, 476). 

On the basis of the social principles of Solidarism, Pesch con- 
cludes that the objective, preexisting purpose of the economy is 
the material welfare of the people, the providing for the material 
needs of the people. The immediate aim of the economy is to provide 
the secure social conditions which mahe possible the general material 
welfare of the people, the ultimate goal (cf. II, 297-99). The posi- 
tive expression of the importance of a social order offers a framework 
for an institutional approach rarely found in economic theory. 

Another objective feature of his concept of the aim of economic 
activity sets Pesch apart even from those economists who postulate 
a goal, to say nothing of the theorists who prescind from the question. 
In economic theory today the almost universally adopted position, 
when speaking about maximization and an optimum, is to refer to 
the maximization of the satisfaction of the consumer. Even when it 
is purged of all hedonistic elements, and is not a mere pain-pleasure 
analysis, the study of the process and term-product of the economy 
is always in terms of subjective satisfaction. This is evident from 
such statements as Harrod’s, “The economic good is thus the pre- 
ferred”; Hicks’s, “Each individual endeavouring to satisfy his tastes” ; 
and Kaldor’s, “How much (inequality) secures the maximum of total 
satisfaction.” The subjective level of current theory was brought 
out most clearly when Professor Robbins, because of his dissatisfac- 
tion with satisfaction, popularized the debate on the correctness or 
incorrectness of interpersonal comparisons of satisfaction. This 
debate would not have taken place, or been deemed important, had 
it not been considered an essential assumption of economic theory 
that everyone has an equal capacity to derive satisfaction. Thus, 
Maine’s Brahmin became of interest to economists because the 
consumption of goods was discussed in terms of a subjective “utility.” 

like Adam Smith, Pesch conceives of economic activity as 
aiming at something objective, in a physical sense. It is not a ques- 
tion of pajp and pleasure, or satisfaction in a psychological sense, but 
of provifflon for the material needs of the people. “The physical and 
p^chic enjoyment, which is attached to the satisfaction of an actual 
want, cannot be the final goal of a stru^e so severe and difiGicult 
which, for the most part, makes up the content of the lives of men” 
(TV, 25-6). 
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K we speak of providing for the needs of the people, it should not therefore 
be said that economic study must take the path of a psychology of subjective 
pain and pleasure. Considering the serious purpose of economic theory, that 
would be nothing more nor less than a theoretical game. No, our study has in 
view not a pleasure sensation, but the question of the sufficient provision of the 
people, especially at its broader, lower levels, with good, fair-priced food, clothing, 
shelter, with all the material goods which they require for the satisfaction of their 
wants (I, 459). 

However, the subjective element in economic activity is not 
overlooked by Pesch; it plays an essential part in motivation and 
is one of the elements in value theory. But even here the firm 
objective basis of a rational satisfaction is supposed: 

. . . evaluation does not rest on mere subjective ^sensation,’ or subjective 
'feeling,* but on the cognition of something objectively given. It is not an 
emotion, but a rational act, a judgment, a judgment of value. This judgment 
has as its object and its cause the objective usefulness of an economic good . . . 
(V, 73). 

The significance and applicability of this concept of an objective 
goal may be obsen^’ed in his consumption theory. Because of his teleo- 
logical approach, more than the usual lip-service is paid to the 
importance of consumption in economic theory. This phase of eco- 
nomic life begins the treatise on the economic process. “The theoreti- 
cal consideration of consumption theory must be the fundamental 
law and starting point of economic theory^' (IV, 26). 

Consumption is defined as “the using up of goods to satisfy a 
human want” (IV, 25). Reference is primarily to use value, the 
destruction of exchange value being only a concomitant or consequent 
phenomenon. For, in consumption we have the ultimate fulfillment 
of the purpose of the goods-world, when the use value of goods 
accomplish their function of satisfying human wants. 

Perhaps one of the most significant features of Pesch’s consump- 
tion theory is that the consumption pattern is not a datum. Various 
criteria are offered with which to judge the suitableness of cuiTCnt 
consumption. 

For example, a relative optimum in consumption is reached only 
when the standards of hygiene, aesthetics, and morals are observed.® 
Scientific health standards are important in the categories of food, 
clothing, and housing. At least the minimum requirements of calories 

8. Other criteria offered by Pesch are: (1) more urgent needs to be satisfied 
before the less urgent; (2) a fitting proportion to be maintained between present 
consumption and the formation of capital; (3) a TpinimiiTn standard to be attained 
by alL There would be almost complete agreement between Pesch’s position 
and the criteria offered by Raymond T. Bye in his excellent article, “Some 
Criteiia of Social Economy,** op. cii., passim. 
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specified by the medical profession should be obtainable by all; and 
the size of rooms and quality of homes should be in accord with 
modem hygienic studies. Aesthetic standards are applicable in the 
matter of style of clothes, the ornamentation and decoration of build- 
ings, the products of the glass, metal, and textile industries. The 
principles of morality offer the basis for a distinction between legiti- 
mate wants and cupidity. This safeguards economics from falling 
into materialism and cynicism; and presents a guide to prevent 
resources from satisfying irrational perversions at the expense of the 
true and real wants of the people. Unless this distinction is observed, 
the incendiary must be called productive since, in the act of destroy- 
ing, he at least has his own satisfaction (IV, 147). 

This teleological approach has particular significance in the 
question of '^consumers’ sovereignty.” It introduces a new note in 
the discussion, for not only are the rights of the consumer stressed, 
but also his responsibilities. True progress in providing for needs 
is conditioned by the conduct of the consumer — how he forms his 
demands — how he is accustomed to satisfy his wants. In reference 
to the regulation of consumption, in normal times it is substantially 
a regulation "which the consumer guided by reason and conscience 
must accomplish for and by himself” (IV, 192).^ 

The idea of an optimum consumption should also be considered 
in the formation of fiscal policy. Because taxes and tariffs, especially 
on food and clothes, influence consumption in varying degrees 
for the various income groups, a skillful selection and wise modera- 
tion in the inevitable taxes on consumption and expenditure will 
make it possible to lighten in an essential way the Wden on the 
broad masses of the people (IV, 226). Furthermore, the state can 
exercise an indirect control over excessive luxuries by taxation laws; 
although these should not apply to works of quality or cultural 
accomplishments. 

One main objection will certainly be raised against the position 
of Heinrich Pesch: how objective is the notion of material welfare? 
Is it possible to establish objective criteria? 

Doubt as to the objectivity of the concept of material welfare 
arises because various schools seem to hold different views on what 
constitutes the material welfare of a nation. But this does not prove 
that the notion is something purely subjective. 

It is a question rather about something very real, which indeed in the minds 
of men, according to their particular personalities, about various subjects can 

7. Other regulating factors are the vocational group organizations and the 

state. 
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acquire a peculiar coloriiig. But, on this account, the goal by no means evaporates 
into the realm of a purely subjective ideal, rather it maintains its completely 
objective, real value, remains in the realm of objective truth, perceptible by 
rational cognition and capable of being scientifically established. There are 
available in reference to it positive and negative valuable criteria, and thus 
imdoubtedly an extensive unity of opinion can be attained (I, 478-9). 

If the concept of material welfare were purely subjective, then equally 
subjective would be the “common good’' notion of the legal order, 
which would mean that political theory represents no reality, and 
that nothing remains but power politics. 

Most, if not all, of the disagreement, in this matter concerns 
individual cases. But this is not a proof that the general notion is 
without meaning any more than the failure to agree about the income 
level at which a man may be classified as poor abolishes poverty. 

Even the existence of different schools of social thought does not 
hinder the reaching of some sort of unanimity about the goal to be 
achieved. The Mercantilists, Physiocrats, and Adam Smith placed 
the Welfare of the nation in the center of their theories, although 
they disagreed about how it was to be attained. At least, it should 
be possible to agree on a negative formulation. A contemporary 
example is the unanimous agreement that unemployment is an 
economic evil to be eliminated. And this negative approach can well 
be the bridge to the recognition of the positive requirements of 
national economic well-being. 

In the matter of establishing objective criteria, no doubt the 
simplest case is that of hygiene. Medical studies can offer us objective 
requirements for the health of the nation, such as proper medical 
care, minimum standards of diet, etc. Also, the demands of morality, 
though without the same degree of unanimity, are embodied today 
in various local, state, and national laws. In general, it can be said 
that, while there are disputed marginal cases, there are also clear-cut 
cases about which communities can and do agree. In aesthetics, 
boards of experts are able to agree on certain phases of their field — 
examples include city planning boards, music and art academies.® 

It would be well to observe that a quasi-general agreement is 
desired not because this criterion decides whether a requirement is 
objectively legitimate, but because without such an agreement the 
practical application of a requirement may be unattainable. Also, 
while the emphasis in the establishment of standards is directed to 
the research and judgment of boards of experts, this in no way means 
that these boards are to impose their conclusions upon an unwilling 

8. For examples of the appeal to scientific studies, cf. E. W^er, op, 
pp. 255-58; R. Bye^ “Some Criteria of Social Economy,” op. oif,, p. 2. 
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consumer. Such studies are guides for consumers — as well as for 
economists and statesmen — who, within legal limits, may exercise 
freedom of choice. 


IV. SocxiL Philosopht and Ethics 

Not specialization bat isolation has greatly harmed the modem manner of 
research. In this wise it could happen, for example, that economic theory became 
a materialistic and individualistic chrematistic, because its relation with the 
social sdences was completely forgotten; the wealth of the nation was unnaturally 
detached from the whole culture of the people, and thus the science deprived of 
its object (I, 498). 

In these emphatic terms Pesoh voices his contention that 
economics is an independent, but not an isolated science. To desig- 
nate the autonomy of economic science and also the limitations of 
that autonomy, he makes use of the concept of a formal object, i.e., 
the particular aspect under which the various factors studied are 
considered. For the independence of a science is not sufficiently 
determined by pointing to a peculiar method of study. Autonomy 
rests on the fact that its subject matter is treated under an a^ect 
different from the aspect under which any other science ex officio 
considers it. The formal object of economics is the providing for the 
material needs of the people, the temporal material welfare of the 
nation. 

But an individual is unable to grasp fully the significance of a 
particular discipline if he does not know its relations with and its 
dependence on the other sciences concerned with the same subject 
matter. More specifically, Pesch contends that philosophic knowl- 
edge, both social philosophy (as we have already seen) and in the 
field of epistemology, is necessary for the economist. “The economist 
must not only assenble, report, classify, and examine, he must also 
think and draw conclusions, proceeding from both a scientifically 
established philosophic knowledge and a correspondingly extensive 
positive erudition” (I, 565). For example, without a dependable 
philosophy the significance of the regularity observed in social 
phenomena, which w frequently called an “empirical law,” can be 
misunderstood. It may be supposed that the social events in reality 
attributable to the motives of free men are rather to be subject to 
“causal laws” of the natural science type. 

In the recent, discussions importance of social philosophy for 
econonaics has been affirmed by many authors. Fraser characterizes 
the “pure economist” as “the economist,” who is more of an abstrac- 
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tion ‘‘the economic man” ever was.® Even Professor Hicks 
admits that beneath Pigou^s case of a divergence of the marginal 
social net product and the marginal private net product lies hidden 
“some of the gravest philosophic issues about the relationship between 
the individual and society.”^ But whatever economists may hold in 
their methodological discussions, in practice the error has been not 
so much that philosophy has been avoided, but that a not well- 
founded philosophic position has been either explicitly or implicitly 
adopted. It is the opinion of Arthur Salz that the inadequate phi- 
losophy of positivism has become “the official philosophy or the creed 
of economics.”^ And, according to J. M. Clark, the cultural lag found 
in the economic world, where the nineteenth century philosophy of 
individualism is now combined with group organizations possessing 
power for good or harm, is “one of the most threatening features of 
our whole situation.”® A defender of utilitarianism, Frank D. 
Graham, holds: “Economics rests squarely on a cosmopolitan Util- 
itarianism and there is no way to get it off without a breach of all of 
the concepts that are the very essence of our discipline.”^ And 
Professor Parsons has pointed out that Lionel Robbins’ criticism has 
merely demonstrated the weakness of associating economic theory 
with an inadequate utilitarianism, but not of associating it with any 
broader conceptual scheme. He concludes: “What is needed is not 
the repudiation of the relation of economics to social theory, gener- 
ally, but its integration with a better and more adequate social 
theory.”® 

Special consideration is also given by Heinrich Pesch to the 
question of the relation between economics and ethics or morals.® 
It is his firm conviction that economic theory cannot be dissociated 
from ethics or morals. In as much as the theory of political economy 
is a practical science (wffiich will be discussed below), it must remain 
in conformity with the moral law. Just as economies would hardly 

9. Lmdley Fraser, “How Do We Want Economists to Behave?*' op. dt., 
p. 557. 

1. J. R. Hicks, “The Foundations of Welfare Economics,” Economic Journal, 
XLDC (December 1939), p. 707. 

2. Arthur Salz, op. cii., p. 17. 

3. J. M. Clark, “Educational Functions of Economics after the War,” 
American Economic Rmeio, XXXIV, Proceedings (March IQM), p. 64. 

4. Frank D. Graham, op. dt, p. 55. 

5. T. Parsons, “Reply to Professor Knight,” Canadian Journal of Economics 
and Foliiical Sdence, VI (May 1940), p, 469. 

6. Pesch makes a distinction between social philosophy and social ethics. 
The former determines speculatively the fundamentals of social life, e.g., the 
authority of the state or the goal of the economy; the latter is concerned with the 
moral goodness or evil of human acts. 
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teach the physically impossible, so it should not represent the ethically 
reprehensible as a scientifically founded truth (I, 503). 

His reasons for the necessary and useful harmony between 
economics and morals are: (1) The moral law has general validity 
for all times and places. It has reference to the free actions of men; 
and it is thus applicable to such actions in the field of economics. 
(2) The moral law directs men’s actions to their last end; therefore 
any contradiction of the moral law is a contradiction between the 
temporal and eternal end of man. (3) The economist cannot consider 
the fonnal object of his science except in relation with the general 
national welfare. Thus he cannot forget the iimer unity of the general 
culture and of the entire welfare goal of the political society. (4) The 
material welfare of a people is conditioned by the grade of morality 
existing in the economic life of the people. (5) The economist can 
receive from ethics aids for further progress in his theorizing 
(I, 504-7). 

Nor were the many objections raised against this position 
ignored by Pesch. The two main ones will be discussed here. The 
first is that this would make economics a part of ethics; it would be 
a fusiou of two disciplines which should be kept separate. He 
answers: no more than physics by accepting the laws of mathematics 
becomes a mathematical science. He insists on the proposition, 
already mentioned, that economics is an independent science, having 
its own formal object, which is different from the formal object of 
ethics, which is concerned with what is morally good or morally bad. 
Even the economic “should be” or “ought” is not an ethical proposal 
in that it refers directly merely to what should be done in order that 
the goal of the economy be realized. 

It should be noted that this difference of formal objects seems 
to have been overlooked by some economists, who appreciating the 
importance of ethics, wish to establish a phase or subdivision of 
economics to be called “the ethics of political economy” or “ethical 
economics.”^ This study, it is believed, combines the functions of 
the moralist and the economist, and can be competently dealt with 
either by the moralist with economic training, or the economist 
trained in ethics. This is incorrect. If this study is to be made under 

7. Cf . the foDowing statement of Professor Bye : “Ethical eamomics represents 
the overlapping zone between economics and ethics. It involves the application 
of standards of li^t and wroi^ to the institutions and processes which pure 
economics describes.” {JaumcR cf PditkcH Economy, XLVn (October 1939), 
p. 636.) 

Cf. also J. N. Keynes, Scope and MeOiod of PolUkcd Economy (4th ed.; 
London: Macmillan, 1930), p. 61. 
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the aspect of the morality of these economic actions, i.e., whether 
they are morally good or bad, then it is not an alternative proposition. 
An inquiry of this kind is the work solely of the moralist who has a 
knowledge of economics. The economist must be conscious of the 
morality of economic actions; but this neither requires nor permits 
him qua economist to establish the morality of such actions. 

Pesch is insistent on the principle that to accept the findings of 
ethics, to respect the importance of morals in the field of economics 
does not require that the economist become a moral theologian or a 
preacher of morals, or demand the good as good, or investigate or 
develop ethical principles and laws’’ (I, 631). In fact, he warns 
against an overemphasis of the ethical approach: 

Religion cannot produce com nor abolish physical evil. Nations with high 
moral standards will receive economic benefits from the active, particularly social 
virtues of their citizens, and will better overcome physical evil and difficult times. 
However, on this account the economist will not then treat the matter of his 
theory in a theological or moral way, nor certainly should he extract an economic 
S 3 ^tem from Holy Scripture. The medieval scholastics, modem philosophers and 
theologians treat the facts of economic life under the aspects of morals. That is 
not the concern of the economist. He will not certainly proceed in opposition to 
the requirements of moral theology, but at the same time he will not forget that 
today economic theory has become an independent science, which studies the 
economic life of a nation imder a different aspect than does moral theology.® 

The second main objection is that economics prescinds in its 
theory from moral and ethical influences, while conceding them their 
place in practice. To answer this Pesch discusses the nature of 
abstraction. He recognizes the place of this methodological device 
in any scientific investigation, but is opposed to a wrong application 
of it. Abstraction is not negation. The theorist in abstracting 
should not change the object being studied, and thus widen the gap 
between reality and theory. Nor is it enough to claim that non- 
economic motives are contained in the ceteris paribus of the demand 
and supply schedules, and then to cany out the analysis solely on 
the basis of self-interest. 

The instinct of self-love as a strong motive in economic trans- 
actions is not lighted by Pesch. “The instinct of self-love will 
always be present, and in objectively morally indifferent matters 
will always obtain acceptance with most men” (I, 543). But he 
disapproves of relegating moral considerations to the realm of 
scientific research of a troublesome incident. The mode and in- 
tensity of the economic motive changes not a little according to 
individual differences and circumstances, and is conditioned by 

8* Hdndch Peseb, 1, op. cif., p. ^2-203. 
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the finer formation of a sense of honor and by the higher evaluation 
of ideals. He asks: “Actually, would not every economy and every 
state coUapse, if the ‘average’ of its members were to permit them- 
selves to be guided only by their own interest, and would wish to 
deny every consideration except the ‘principle of the smallest 
means?’ ” (I, 552). 

However, Pesch would not deny that “pure theory,” as a study 
of the natural instinct of self-interest alone, has significance for 
economic theory or possesses scientific worth. His objection is to 
n ailing such a study the complete science of economics. With 
Laveleye, he considers that it is, merely the A B C of economic 
studies, which teaches “what would happen” if the economic develop- 
ment were permitted to nm its full course under the sole and com- 
pletely unrestrained operation of the self-love instinct. It is not a 
complete study of “what is” (I, 553). Self-interest is an instinct, an 
impulsive force and tendency within our human nature. Only it is 
not to be forgotten that instinctive forces are subject to man’s 
reason: the guiding law of free rational men belongs to the intellectual 
and moral order. Personal utility is a motive, not all motives; and 
it is a motive, not a norm. To claim that an Srethic theory is the 
sole valid economic theory would be a subjective “value judgment” 
of the highest doubtful value (I, 568). 

V. A Phactical and Noemativb Science 

From the fact that the economy has a purpose Pesch deduces 
the proposition that economics is a practical science. This is not 
^onymous with the statement that economies is concerned with 
reality, which all economists will admit. The question here is whether 
economic science is satisfied with truth for its own sake or whether it 
is seeking knowledge in order to achieve a goal. This does not mean 
that there is no place for pure speculation, but that the ultimate 
purpose of the science is to implement the goal of the economy. 

A common source of confusion is avoided by Pesch, when he 
distinguishes between the division into theoretical science and 
practical science and the terms theory and praoti<%. Economics as a 
practical science is still theory. It includes theoretical elements 
derived from both speculation and observation; “but because it 
deals with the aim of the economy, it consequently reaches out to 
the organization of the economic process in r^rion to the social 
goal, and to this extent is a practical science” (I, 474, note). 

Most modem economists, except the Eobbinsian and the 
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mathematical schools, consider economics a practical science. For 
example, to Hawtrey “It is beyond dispute tW economic science is 
concerned with ends and means, and therefore with action”^; for 
Mitchell the importance of economics is derived “from the contribu- 
tion it may make to welfare”^; in Wolfe’s opinion, “Economics and 
political science are purposive sciences”^; Fraser believes that “in the 
social studies the end of knowledge is action.”® On the other hand, 
Robbins, by rejecting consideration of the goal of the economy, by 
declining to permit normative elements in economic science, and by 
refusing to allow the economist qua economist to give prescriptions 
of policy, makes economic theory impractical for policy.^ 

Because this practical science is concerned with human conduct, 
Heinrich Pesch draws his final major conclusion: economics is not 
only a positive but also a normative science — a controversial 
proposition — maintained despite the intense criticism directed 
against it. Today it is probably the most disputed question in the 
matter of the scope of economics. 

The German economist’s argument for the normative character 
of economics rests on the nature of the object studied: 

If the economic process is not a matter of a 'natural interrelationship’, if it 
for the most part rests on the free actions of citizens, corporations, political 
judgments, on actions which in no way are ‘naturally’ determined, which can be 
as they are or could be otherwise, then it can hardly be understood how economic 
science properly eliminates the question of an economic 'should be,’ how it can 
renounce the prerogative of being a practical science orientated by a scientifically 
established and founded norm, and to this extent of being a normative science 
(I, 475). 

In his discussion of the “new method” in economics, Pesch 
anticipated the objections of Robbins and his school — nor is this 
surprising for their doctrine is an anglicized version of the position of 
the German “pure” theorists, especially Max Weber and Richard 
Strigl. His criticism manifests a restraint and an appreciation 
of the commendable in their work. 

9. R. G. Hawtrey, op. (M., p. 352. 

^ 1. Wesley C. Mitchell, (Dfecussion) "Ethics in the Study of Democratic 
Politics,” American Economic Review, XXXIV, Proceedings (March 1944), p. 50. 

2. A. B. Wolfe, op. cU., p. 2. (Italics in original.) 

3. Lindley Fraser, “How Do We Want Economists to Behave?” on. cit 

p. 570. ^ 

4. For a confirmation of this judgment, note the criticism of Fraser: “They 
(Professor Robbins, Dr, Stii^ and their associates) hold economics to be scientific, 
not merely m the sense of pursuing objective truth, but in the narrower sense of 
seeking truth /or its own sake (rather than for its practical usefulness) . , . (italics 

second parenthetical remark in the original) (Economic Thought and 
Language, op. cU., p. 30.) 
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We proceed in this study in direct opposition to the new method in economics, 
which would exclude from economic theory every consideration of an end, every 
value judgment. If the advocates of this method would only say: ‘We will lindt 
ourselves to the study of “what is,” ’ there would be no reason to object to such 
a self-limitation. In fact there remains still much to do in economics in regard 
to the study of causal dependencies. But in most instances they go further: they 
wipe out from the field of science the problem of ‘what should be,’ with no con- 
sideration of ends, nor value judgments, since this all is unscientific. Moreover 
it leads to the question of a *WeltanschauungJ But there no agreement prevails, 
and thus in economics, too, unanimity of opinion would be impossible. As if the 
followers of this method were united among themselves through the study of 
causes! That these economic writers uphold their position from wholly honest 
convictions should not be doubted. Too, the scientific productions of these 
eminent men stand in high esteem. Nevertheless the rejection of the consideration 
of ends by most of these scholars may be far more influenced by a distorted 
^Weltanschauung than they perhaps believe.® 

Though some modern economists approve of the inclusion of 
both positive and normative propositions in economic science,® the 
more common position appears to be that of Robbins, who believes 
that there is a logical gulf between the two types of studies “which 
no ingenuity can disguise and no juxtaposition in space or time bridge 
over/’^ Propositions with the verb “ought’’ are just different in 
kind from those with the verb “is.” But this logical gulf has been 
dug with two faulty shovels, namely, the false assumption that 
ethics is “unscientific,” and the confusion of economic normative 
propositions with ethics. 

Lionel Robbins would not completely reject normative state- 
ments, but they are to be relegated to the realm of “unscientific” 
welfare economics or economic policy. But, this would mean a 
conflict between theory and policy, a condition which Heinrich 
Pesch explicitly repudiates: “We cannot agree with the interpretation 
that wealth, welfare, productivity are the central notions of economic 
policy, while price is the central notion of economic theory” (I, 476, 
note 2). Economics as a science is distinct from policy, which is an 
art. However art and science notionally include each other; for 
policy, if it is to be carried out completely and effectively, always 

5. Heinrich Pesch, Ethik und Volkswirtschaft, op, cit^ pp. 152-^3. 

6. Cf. S. Moos, “Laissez-faire, Planning and EthiGSy*^ Economic Journal, LV 
(April 1945), pp. 2^27; R. Hawtrey, op, cit, pp. 362-65; L. Fraser, Economic 
Thought and Language, op, dt,, pp. 36-40, 50; R. Bye, “The Scope and Definition 
of Econoimcs,” op. cit., p. 628; E. Walker, op, cit., pp. 3-5, 210-27. 

7. Lionel Robbins, The Nature and Significance of Econcmic Science, op, cit., 
p. 148. The treatment of the normative aspects of economics (pp. 147-51) 
indicates a lack of precision of thought. Throughout there is an xmwarranted 
mtermingling and synonomous use of the terms “normative” and “ethics”; 
indeed, Robbins seems to identify all normative studies with ethics. 
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presupposes a science. The fundamental norm for economic policy 
is the goal of the economy, which is the central notion of theory. 

VI. Conclusion 

Heinrich Pesch explicitly offers an economic theory based on a 
definite social philosophy. Too often it is thought that the dichotomy 
is whether to accept a ‘‘neutral” economic science or one based on 
social philosophic principles. Actually, this is a Mse issue. At 
present there is no absolutdy autonomous economic theory; and 
there is every reason to doubt that a theory of this type could be 
formulated and still be significant. 

In the Peschian concept of the natxire of economic science a 
methodological foundation is presented upon which to construct a 
theory of Welfare, both scientific and significant. Perhaps it is what 
modem economists are seeking, a welfare economics in the tradition 
of Adam Smith, Marshall, and Pigou, but with individualism replaced 
by a sounder social philosophy more in keeping with the needs of 
our time. 

Eichaed E. Mulcaht, S.J. 

Universitt of San Francisco 



CONSTANT PEOPORTIONS, FIXED PLANT 
AND THE OPTIMUM CONDITIONS OF PRODUCTION' 

SUMMARY 

I. Introduction: constant proportions and fixed “plant” as restrictions 
compared to the optimum, 361. — II. The possibility that constant proportions 
will be a greater restriction than fixed “plant,” 362. — III. Three possible 
locations of constant proportions line, plant line and scale line, 865. 

I 

In a recent article in this Journal? Professor Chamberlin has 
shown that the common assumption in economic theory of perfect 
divisibility of factors of production is not to be identified, as it has 
been, with the denial of economies and diseconomies of scale, i.e. 
with a linear homogeneous production function and its accompanying 
constant cost per unit of output. The “long-run’^ average cost curve, 
defined to involve complete variability of all factors of production 
(the “envelope’^ curve) is typically U-shaped; and instead of some 
^‘optimum proportion^’ of factors being repeated for aU outputs, the 
proportions as well as the total amount of the factors, in general, 
change with movement along the envelope curve. 

If from any point on the envelope curve, AC in Figure I,® one 
factor designated as the '‘plant” is held fixed while the others are 
varied,^ the resulting plant average cost curve (illustrated for different 
points by the PA6 curves of Figure I) is tangent to the envelope 
curve at the point corresponding to the output for which the plant 
is optimum. If from any point the proportions between the factors 
are held fixed and their aggregate varied, there results a new 
curve of "constant proportions” (illustrated for different points by 
the CP curves of Figure I) tangent to the envelope curve at the point 
corresponding to the output for which these proportions are optimum. 
Thus, according to this analysis, "constant proportions” instead of 

1. The writer is grateful to Professor Edward H. Chamberlm and to 
Mr. Herman Myers for discussions of this problem. 

2. “Proportionality, Divisibility, and Economies of Scale,” this Journal, 
LXII (February 1948), p. 251. The article appears as Appendix B, in the 6th 
edition of The Theory of Monopolistic Competition. 

3. This is a reproduction of Figure 4, p. 233, of the previously cited article 
(Figure 38, p. 233 of Monopolistic Competition, 6th ed.). 

4. Professor Chamberlm uses the term “plant!’ to cover, not only a physical 
plant in the literal sense, but any aggregate of factors which is held fixed while 
others are varied {op. dt., p. 231). Hence a more appropriate term for the cost 
curve in question seems to be “feed factor” average cost curve. 

361 
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being identified with the optimum for all outputs, becomes a 
restriction, as compared with the envelope curve. 

II 

So far so good. But Professor Chamberlin, having categorized 
constant proportions as a ^‘restriction,’^ still presents it as a restriction 
less severe than that of a fixed “plant,” the CP cost curve being 
described as l3dng between the plant and envelope curves on either 
side of their point of common tangency, as is seen in Figure I.® It 
seems that such need not be the case. 



FIGURE I 

Let us examine the relations involved as they appear on an 
isoproduct contour map, as in Figure II.® Factors A and B are 
measured along the horizontal and vertical axes respectively, /i, I 2, 
/s, and h are product isoquants, or contour lines; and Ai Bi and aU 
lines parallel to it, are iso-outlay lines. The point of tangency of a 
product isoquant with an iso-outlay line is a point of minimum cost 
for the output in question; and the locus of such points for all outputs 
is the scale line, SL in Figure II. 

If the “fixed” factor is measured along the horizontal axis and 

5. Op, cii., p. 251 (p. 249 of Monopolistic Competition^ 6th ed.). 

6. TSus figure is an adaptation of Figure 6, p. 258, of the previously cited 
article (Figure 40, p. 266, of Monopolistic Competition, 6th ed.). 
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the variable factor along the vertical axis, then any line perpendicular 
to the horizontal axis vdll indicate a certain amount of “fixed input” 
or “plant” combined •with increasing amounts of the variable input 
as we move up the line; the resulting outputs are given by the mag- 
nitudes of the product contours along the way. Such “fixed input” 
lines are MK and NL in Figure II for amounts of “plant” equal to 



OM and ON respectively. The “plant” or “fixed input” average cost 
curve can be derived by dividing the magnitude of each product 
isoquant into the value of the iso-outlay line which intersects it on 
the perpendicular for the “plant” in question. This computation 
gives the average cost of producing all the various outputs with the 
designated “plant.” 
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Constant proportions of the factors are indicated by a straight 
line through the origin at a designated angle. Such constant pro- 
portions lines are CPi and CPi in Figure II, for proportions of .4 to 

B eoual respectively to and Along each such line the 

MPi np: 

average cost of producing various outputs can be determined in the 
manner just described for the “plant” average cost curve. 

In Figure II the best “plant,” OM, for output 7i, is indicated 
for all outputs by drawing the perpendicular MK to the plant axis 
through Pi, the point of tangency of AiBi and Ii, and therefore a 
point on the scale line, SL. The best proportions for this output are 
indicated by the strai^t line CPi drawn from the origin through Pi. 
Once these two straight lines are drawn, it is possible to determine 
which is the more costly limitation, constant proportions or jSxed 
plant, for outputs other than 7i, by comparing the cost of producing 
the outputs in question under rather of the restrictions. In the figure 
as drawn, the cost of producing output with the proportions of 
CP\ (the best proportions for 7i), exceeds the cost of producing the 
same output with the plant OM (the best “plant” for 7i), since is 
on a higher constant outlay line than is Hence, to revert to the 
avera^ cost diagram, if output 7i in Figure II is taken to be OA in 
Figure I, and the plant and CP average cost curves are drawn in for 
this output on the basis of the isoquants of Figure II, these two curves 
will not take the rdative positions shown in Figure I. The reason is 
that the larger output 7* of Figure II is produced at a lower cost with 
the plant appropriate to output 7 i ( = OA in Figure I) than with 
the proportions most appropriate for 7i. Therefore, to the right of 
the point of common tangency above A (not lettered in the diagram), 
CPi will lie dime PACi. 

It is evident from Figure 11 that by changing the curvature of It 
a situation naay easily be pictured in which the reverse is true: in 
which P* is on a higher equal outlay line than Qi. The PACi curve 
would lie then above the CPi curve as the two are in fact drawn in 
Figure I. It is evident, too, that the curvature of li might be such 
that P 4 and Qt would lie on the same equal outlay line, in which case 
PACi and CPi in Figure I would coincide for the output in question. 

Next, let us take output 7* as the point of departure and see 
how effective the proportions which are optimum for that output will 
be when employed for other outputs. Along CP 4 drawn from the 
ori^ through P4, proportions are fixed, and NL defines the “plant” 
with differing quantities of variable input. The equal outlay line 
throu^ Ti is higher than that through Ji, both of which are points 
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on Zi. Therefore, if output h were to be produced alternatively by 
the best “plant” or the best proportions for Z 4 , the plant restriction 
would be the more costly of the two. In this case, if output Z 4 were 
to be represented in Figure I by OB, the curves CPi and PAC 2 would 
be correctly drawn to the left of S — the latter above the former. 
But it is again evident that the curvature of Ji might be such that 
the opposite result would follow; Ti might be on a lower constant 
outlay line than h instead of on a higher one as it appears in Figure II; 
also, the two points might be on the same equal outlay line. 

So far it would appear that m moving away from the optimum 
conditions of production for any particular output, there is no general 
presumption as to which will have the more adverse effect upon the 
cost of the other outputs — j5xity of “plant” or fixity of proportions. 
With perfectly “normal” product isoquants, convex to the origin, 
anything seems to be posable, depending on simple variation in 
their curvature. But in our isoproduct contour map, we have 
examined only the case where the scale line lies between the plant 
line and constant proportions line. There is much more to be said. 

Ill 

In Figures III and IV the relative restrictiveness of “plant” and 
of constant proportions is treated in a more generalized manner by 
associating it with the locations relative to each other of the “plant,” 
constant proportions, and scale lines. Three cases are possible: 

I. Constant proportions line between scale line and plant line. 

II. Scale line between plant line and constant proportions line. 

III. Plant line between constant proportions line and scale line. 

In Figure III, the scale line appears as before, l 3 dng between 
MK and the constant proportions line. But it is possible for the 
production function and the factor prices to be such that the scale 
line passing through Pi would lie below CP to the right of Pi, instead 
of above it as drawn; in other words to lie between EG and CP. This 
would illustrate our first case of the constant proportions line between 
scale line and plant line (MK). 

However, there is an alternative way to represent it. Let us 
recall that either of the two factors, A and B, may be held constant 
while the other is varied; so that the “fixed” factor, or “plant,” may 
be measured along the vertical instead of along the horizonM, axis. 
If this is done, OE becomes the “plant” which is optimum to output 
Zi, the horizontal line EG becomes th.e “plant” line, and the figure 
as drawn illustrates Case I: that of the CP line betwem scale line 
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and plant line {EG). Interpreting it in this way, what conclusions 
are indicated as to the relative severity of the restriction of fixed 
plant as against that of constant proportions? 



FIGURE III 


Let us draw in the product isoquant for output li, greater than 
output Ji. It intersects the plant line EG at and the CP line at 
and the former is on a higher equal outlay line than the latter. 
Therefore, for this output the plant average cost curve would lie 
above the constant proportions average cost curve, as it does m 
Figure I. It is clear that, given isoquants convex to the origin, the 
plant restriction will always be more costly when the CP line falls 
between the plant line and the scale line. With the isoquant for 
output 72 tangent to an equal outlay line at P 2 , there is no adjustment 
in the curvature of the convex isoproduct contour which can cause its 
intersection with EG to take place on a lower equal outlay line than 
that which passes through the intersection with the CP line. Variations 
in curvature may alter the difference, but cannot bring the two to 
equality or make the cost higher under the constant proportions than 
under the fixed “plant” condition. 

The matter may be put in terms of the change in percentage of 
total outlay spent on each factor with movement along the scale line. 
In the present example the percentage of “plant” outlay to total 
outlay is larger along the scale line for outputs in excess of 7i than 
it is for 7i; and in this case the adverse effect upon cost of holding 
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^'plant'' constant would evidently be greater than that of expanding 
it in proportion to the other factor. For outputs smaller than 7i on 
the scale line free choice would reduce the percent of total outlay 
devoted to ^‘plant.^^ Again, the adverse effect upon cost of holding 
the “plant^’ constant would be greater than that of diminishing it in 
proportion along with the other factor. 

If we now revert to measuring the “plant” along the horizontal 
axis and the other factor along the vertical axis, Figure III illustrates 
Case II — that of the scale line between the plant and CP lines. 
This is the case already described in relation to Figure II, where we 
saw that, of the two restrictions, fixed plant or constant proportions, 
either could be more severe than the other depending on the curvature 
of the isoproduct contour. In Figure III this contour line for output 
Iz is drawn in such a way that its intersection, with the plant 
line MK and its intersection Q 2 with the constant proportions line 
are on the same iso-outlay line. It is thus seen again that by changing 
the cur^'-ature of 72, either T 2 or Q 2 could be located on a higher 
constant outlay line than the other. Thus when the scale line lies 
between the plant line and CP line, the relative position of the three 
does not in itself give a decisive answer as to which of the two 
restrictions is more severe. 

Agam, the conclusions may be put in terms of the change in 
percentage of total outlay spent on each factor with movement along 
the scale line. In the case before us, the percentage of “plant” outlay 
to total outlay is smaller along the scale line for outputs in excess of 
7i than it is for 7i. Thus since the optimum involves using a smaller 
'proportion of plant with both inputs increasing, the two restrictions 
we are considering — no change at all or a proportionate change in 
plant — would lie in opposite directions from it. Neither is a more 
extreme departure from the optimum than the other in the sense that 
it necessarily lies “further away,” and so either one maybe a greater 
restriction than the other, or they may be the same. 

It should be noted that, if, when any factor, say -B, is held 
constant, the relative position of scale line, CP line and plant line 
make it certain that the “plant” cost curve will lie above the CP 
cost curve (Figui’e I), then if the other factor — A in our example — 
is instead held constant, the possibility necessarily appears that the 
resulting “plant” cost curve may lie below the CP cost curve. There- 
fore this last position of the two curves may not be regarded a mere 
curiosum. And the hitherto common conception of the cost curve of 
the firm under perfect divisibility of factors as involving the repetition 
for aU outputs of the same (allegedly “best”) proportion becomes 
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strange indeed when it is seen that such a curve may be inferior even 
to a cost curve derived from holding one factor fixed! 

The third of the three possible cases remains to be considered: 
that of the plant line between scale line and CP fine, as illustrated 
in Figure IV. Output Ji is best produced with OM of factor A and 
OE of factor i?, indicated by the point Pi. If OM of factor A is now 
taken as the ^^plant*^ to be held constant, MK is the plant line; and 
it lies between the scale line, SL, as drawn, and the CP line. 



FIGURE W 

Before discussing the likelihood of such a 'Tbackward sloping^^ 
scale line, let us note that it completes the geometrical possibilities 
by providing the case where (given isoproduct contours convex to 
the ori^) it is necessarily true that the constant proportions restric- 
tion is more adverse in its effect on costs than is.the fixed plant restric^^ 
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tion. The plant and CP lines are drawn with reference to the opti- 
mum conditions of production for output h, and the isoproduct 
contour for output h cuts the former at T2 and the latter at Q2. 
The equal outlay line passing through Qz must be higher than the 
equal outlay line passing through T2* No adjustment in the curvature 
of product contour I2 consistent with tangency at P2 can make the 
cost of producing output I2 as expensive along MK as it is along CP. 

It should be noted that if it is OE of factor B which is held j&xed 
while factor A is varied, EG becomes the ^'planti' line and we have 
Case I again, with the CP line between scale line and plant line. 
The rule already developed for this case applies, since the inter- 
section R2 of I2 with the ^^plant^’ line EG is on a higher equal outlay 
line than is Q2. 

What are the possibilities of scale lines as in Figure IV which 
involve an absolute diminution in the amount of one factor wdth 
larger outputs? Clearly, if the factors are defined less broadly so 
that there are many of them, the case is a very common one: it is a 
familiar phenomenon that larger outputs may be obtained by tech- 
nical methods such that certain t3rpes of labor or certain machines 
which are better for smaller outputs may not merely diminish in 
quantity, but may even drop out entirely. There is no reason to 
believe that, even in the simplified two-factor analysis, one of the 
two factors, say ''labor,’’ may not be diminished in absolute amount 
as larger outputs are obtained most effectively by the use of much 
larger amounts of "capital.” It is more difl&cult to conceive of 
physical plant (in the literal sense) as diminishing absolutely with 
larger output. Generally it seems to be true that when there are no 
limitations on production methods or restrictions in availability of 
inputs, the amount of durables employed in production increases with 
output, and the technology which we have acquired tends to confirm 
that idea.^ Exceptions, however, are not ruled out. In particular, 
it is entirely possible that the outlay on physical plant for some smaller 
amounts of atomic power will be larger than that necessary for larger 
amounts of power per time unit.® 

7. See G. F. Bloom, “Note on Hicks Theory of Innovation,” American 
Economic Review^ XXXVI (March, 1946), pp. 84r-85, for some interesting obser- 
vations concerning this matter. ^0 Jo^ M. Blair, “Does Large-Scale Enter- 
prise Eesult in Lower CJosts?” ATnerican Economic Review^ XXXVIII (May, 
1948), pp. 121-153. 

k Indeed the atomic energy example may be too good: total costs may be 
smaller for larger outputs. On page 202 of The Theory of Price, Professor George 
Stigler insists that “the total cost of producing any output must be greater th^ 
or equal to the total cost of any smaller output. This is demonstrable in formal 
terms: if Xi exceeds Xo, a firm wishing only Xp would produce Xi and throw 
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It should be noted finally that the position of the three lines 
relative to each other may be different at different outputs. Thus 
the scale line may cross and recross a CP or plant line, in which case 
the CP cost curve (Figure I) would be tangent to the envelope curve 
at several points. Or the scale line may coincide with a CP line or 
with a plant line over a certain range of outputs, in which case the 
CP cost curve or plant cost curve (Figure I) will coincide with the 
envelope curve over the same range of outputs. Furthermore, even 
without change in the relative position of the ^^plant,” CP, and scale 
lines, if the latter lies between the other two (Case II, above), “plant’^ 
and CP average cost curves (Figure I) may cross and recross each 
other, or coincide for certain distances. The discussion of such 
phenomena is not carried further in this article. 

Joseph Lekner. 

Harvard University 

the excess (Zi — Zo) away.” This formal demonstration may crumble before 
the facts. Professor Stigler is saying that disposal costs are always zero. Actually, 
they may be negative, zero, or positive. And in some cases they are very impor- 
tant. Clearly there is no “law” that disposal costs must equal zero. 



BILATERAL MONOPOLY 
AND THE COMPETITIVE OUTPUT 


SUMMARY 

I. Complications in the comparison, 371. — II. Bilateral monopoly 
solutions with no income efEects, 372. — III. Comparisons with competitive 
output, 378. — IV. Some assumptions relaxed, 382. — V. Income effects 
allowed: indifference curves only, 383. — VI. Income effects allowed: indiffer- 
ence curves and production functions, 389. — VII. Conclusion, 391. 


I. Complications in the Comparison 

The concept of “ideal competitive output” of a commodity or 
service is a general equilibrium concept. Hence, it cannot be dealt 
with simply or easily. Attempts to compare this output with that 
under bilateral monopoly are further complicated by (a) implicit 
assumptions about freedom of entry and the number of individuals 
or firms; (b) diflSiculties over the effects of monopolization or atomiza- 
tion of the buying or selling of a commodity on the cost conditions 
(physical production fimctions) of the industry; (c) assumptions 
about differences between firms or individuals that would lead to 
differential economic rents; (d) the presence or absence of external 
technical economies or diseconomies which change firm costs as the 
size of the industry changes even if the prices of the input factors 
remain constant; (e) the way in which external pecuniary disecono- 
mies (rising prices of inputs) or the falling price of the product as 
the industry expands, are handled; (f) the way in which the other 
repercussions through the system are handled to keep everything in 
equilibrium; and, finally (g) the definition of what we mean by 
“bilateral monopoly.” 

We can eliminate the last of these complications by stating at 
the beginning that we mean by bilateral monopoly the case where a 
monopolistic seller faces a monopsonistic buyer, but where for pur- 
poses of simplicity all other markets are competitive, including the 
monopolistic seller's purchase of inputs, and the monopsonistic 
buyer's purchase of other inputs and sale of his product. The reader 
is warned that earlier writers on bilateral monopoly often meant 
duopoly, or else the case where a single seller of copper and a single 
seller of zinc sold to competitive buyers of the two in jBbced proportions 
for the making of brass. For an excellent critical review of practically 
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everything written before 1943 on all types of bilateral monopoly, 
the reader should see Henri Denis, Le Monopole BilatiraU 

II. Bilateral Monopoly Solutions 
WITH No Income Effects 

Comparisons of the price and output under bilateral monopoly 
with that under competition have usually been made casually by 
writers whose chief interest was the determination of price and 
quantity under bilateral monopoly. Professor Fellner, in a recent 
article in this Journal, has come to the conclusion that the maximiza- 
tion of the joint profits of the monopolist and monopsonist in bilateral 
monopoly where a bargain is made on both price and quantity, may 
result in the same price and vnll result in the same quantity sold as 
if there were competition on both sides of the market.® A simple 
extension of Joan Robinson^s analysis seems to lead to a drastically 
different conclusion — which appears explicitly in a T. N. E. C. 
monograph and in two books — while Professor Denis appears to 
agree with Professor Fellner in one place, and to come to an entirely 
different intermediate conclusion in another.® Furthermore this 

1. Henri Denis, Le Monopole BikUiral (Paris: Presses Universitaires de 
France, 1943). 

See also; Alexander Bilimovic, ‘Der Preis bei beiderseitigem Monopol,” 
Wdtvnrtschafilickes Ardiiv, LVII (March 1943), 312-^363. This is a critical 
review of the theory, indicating solutions which can be derived if one posits 
(a) equal gain from exchange, (b) equal negative deviation from absolute max- 
imum gain, (c) maximum collective gain from exchange, or (d) equal absolute 
satisfaction. The only comparison with competitive output (p. 355) is an indica- 
tion that the gains of the monopolist can be antisocial if the demand function 
allows raising the price to the consumers, but this is a result of a pure selling 
monopoly, not of the bilateral monopoly itself. 

See also the article by Tintner cited below. Professor Denis has sought 
determinate solutions to the bilateral monopoly case using assumptions which 
seem to us unreal and even inconsistent. For critical comments see Pierre XJri, 
“Deux Etudes Hecentes de Th^orie Economique,” Reviie d^Economie Politique, 
LV (January and February 1945), 71-80. 

2. William Fellner, ‘Trices and Wages under Bilateral Monopoly,” 
this Jmrml, LXI (August 1947), 507. 

3. Joan Robinson, The Ecommice of Imperfect Competition (London: 
Macmillan, 1935), p. 270, and passim. 

A. C. Hoffman, Large Sccde Organization in the Food Industries; T. N. E. C, 
Monograph No, 35, 76th Congress 3d Session, pp. 161-65; Albert L. Meyers, 
Elements of Modern Eamomics (3d ed.; Prentice-Hall, 1948), (quoting Hoffman 
verbatim); Wi l li am H. Nicholls, Imperfect Competition wilMn Agricultural 
Industries; (Ames, Iowa: Iowa State College Press, 1941), esp. p. 168. 

De^, op, cit., p. 57 n.l, 94-95, and Fig. 26, pp. 96-97. Professor Denis 
agrees with Professor Fellner that industry marginal cost curve and marginal 
net producrivity curve determine the competitive output where “Des entireprises 
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problem has been handled by several different, and tricky, graphic 
techniques. While we shall concern ourselves only with the later 
and more general solutions, it will be necessary for us to reproduce 
the bilateral monopoly solutions in order to save the reader the 
task of rereading earlier and often confusing articles. 

To make matters worse, sometimes we are thinking of two 
groups of individuals with preference systems and fixed amounts of 
goods (some international trade discussions); sometimes we are 
thinking about two industries with production functions merely 
trying to maximize net money profits (Hicks and Henderson)^; and 
sometimes we have a combination (Fellner). Since there are differ- 
ences between these three cases, it is best to deal with them one at 
a time. Let us start with the iron ore market case made famous by 
Professor Hicks. The first thing we must do is indicate clearly our 
assumptions. In order to eliminate other problems which are not 
important here, we assume that; 

1. The centralization of sellmg in the one industry and buying 
of ore in the other will have no effect on the technical production 
functions or the efficiency of the industry. This assumes away what 
some writers feel is an important part of the real problem of monopoly 
in practice, but we are interested purely in the effects of monopoliza- 
tion in a market. 

2. There are many ore firms, all alike, and free entry in the 
competitive case, so that for the industry as a whole there are constant 
returns to scale, and no differential economic rents. We shall remove 
this assumption later. 

3. There are many steel firms using ore, and free entry, with no 
rents, as for the ore firms. 

4. There is perfect competition elsewhere in the economy, 
including the purchasing of inputs by the ore industry, the purchase 
of all inputs except ore by the steel industry, and the sale of sted 
products. This seems like an unreal assumption, but it will not 
distort our conclusions about the impact of monopolization on both 

concurrentes assoraient d’une part la prodacHon du facteur de production, 
d’autre part la fabrication du produit fini” (p. 97) . And be thinks the competitive 
output is where the marginal cost curve crosses the average net productivity- 
curve of the bujdng industry where “Des entreprises concurrentes assuraient & la 
fois la production du facteur de production et celle du produit fini” (p. 96). 
I am tinable to decide just what the distinction is between these two oases. 

4. J. R. Hicks, “Annual Survey of Economic Theory; The Theory of 
Monopoly,” EconomMea, in (January 1936), pp. 16-18. 

A. M. Henderson, “A Further Hote on the Problem of Bilateral Monopoly,” 
J oumal of PoliHccd Economy, XLVIII (April 1940), pp. 238-244. One of Professor 
Henderson’s offer curves lo(^ strange to me. 
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sides of one market. It would only change the basic offer curves and 
make them, more complicated. 

5. We assume that there are no external technical economies or 
diseconomies in either industry. If there were, they could be treated 
exactly as changes in the prices of factors or products are treated 
here, but again we eliminate them for the sake of simplicity. The 
real effects on the economy would be different, of course, from those 
of changing factor prices, but we can analyze them in the same way. 

6. We assume that each of the two industries is large enough so 
that its expansion will affect the prices of factors, and that expansion 
of the steel industry also affects the price of steel products. This 
leads to an asymmetrical situation, for the ore industry will be 
affected only by rising prices for inputs, whereas the steel industry 
will be affected both by rising prices for factors other than ore, and 
by falling prices for steel. 

7. We assume that the size of the net profits in either industry 
has no effect on its behavior, or on any other prices in the system. 
This assumption can be relaxed later. 



It is simpler to start out with competition in the ore ma rket, 
and then centralize the buying and selling of ore. Since by assump- 
tion 7 there are no income effects, we can use a simple type of diagram 
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on price-quantity axes. Given our assumptions, the average cost for 
the whole ore industry in producing ore rises for only one reason: 
the rising prices of the input factors used in mining it. Since the 
individual firm has no control over the size of the industry and hence 
no control over the prices of input factors, the industry average cost 
curve becomes an industry supply curve {AC in Figure I). We can 
picture the typical single ore firm in Figure II. 

Similarly, the average net value product of ore used in the steel 
industry falls because of rising prices of inputs other than ore, and 



FIGURE II 


FIGURE III 


falling prices for steel products. Since individual steel firms have no 
control over either of these — they depend on the size of the industry 
— the industry average net value product curve becomes a demand 
curve for ore {AVP in Figure I), and the typical steel firm (they are 
all alike) is pictured in Figure III. The net value product curves for 
the firm include only technical considerations, input and product 
prices being given, but for the industry they include also changing 
input prices and changing product prices. The reader should note 
that the term net value product is carelesdy used here. The AVP 
curve is really total value of the product made in the most eflScient 
way, minus the cost of the other factors, divided by the quantity of 
ore used. Clearly as the price of ore changes, the proportions of ore 
and other inputs are changed, through substitution and scale effects, 
so that this curve is not the average physical productivity of ore 
times marginal revenue. The average and marginal productivity 
curves are shifting as the quantity of other inputs changes.® 

5. It must be added that even this does not make the use of this curve 
really satisfactory except as a maximum price curve. If the price of ore is pushed 
below this maximum for that quantity, then the optimum amount of other inputs 
to be combiaed with this quantity of ore will decrease. Hence, the whole AVP 
curve will move down. This does not change any of our conclusions, nor narrow 
the possible range of indeterminacy, though it makes the MVP and MMVP 
curves slightly ambiguous. 
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At any late, the output and price of ore TOth competition on 
both sides of the market, are indicated by the point F in Figure I. 
Now let us put one man in charge of sales for the ore industry, and 
another man in charge of the steel industry ore purchases, and see 
what happens. Here we run into the whole gamut of solutions for 
bilateral monopoly price and output, based on various assumptions, 
most of them unreal. We shall reproduce the most important ones 
in order to have some idea of the range of possibilities. We eliminate 
the whole problem, so important in most real situations, of trusteeship 
when one person bargains for a group. 

A. If the two men bargain for price only, we have a range of 
solutions, the final result depending upon relative “bargaining 
power.”® 

(1) If the ore purchaser could set the price, he would presumably 
attempt to maximize the steel industry profits by equating the mar- 
ginal cost of ore to Mm to its marginal net value product in his steel 
industry. However, the amount of ore the ore monopolist will supply 
at any given price, maximizing Ms profits at this price, is given along 
the MC curve where this price equals the ore industry’s marginal 
cost (we assumed a rising price for input factors). So the ore 
industry’s marginal cost curve would look like a supply curve to 
the ore-using monopsonist, and we need another curve to show the 
marginal, cost of ore to the ore user. This is MMC in Figure I, 
which bears the same rdation to MC that MC bears to AC (not a 
simple derivative, of course). So the ore using buyer would set the 
price of ore at C on MC directly below the intersection of MMC 
and MVP. 

(2) If the ore producing monopsonist could set the price, he 
would, in hallowed fa^on, equate Ms maj^nal cost to Ms marginal 
revenue. His marginal cost curve is clearly MC in Figure I, but 
what of his marginal revenue? If we look at the ore buyer for the 
steel industry, we note that, given a fixed price for ore, he will keep 
purchasing it until ore’s marginal net vrdue product in the steel 
industry threatens to fall below the price of ore. This makes MVP 
a demand curve for ore, and we must draw in MMVP as a marginal 

6. We define bsu^aining power as Professor Denis does, op. dt., p. 70, as the 
ability to fool the other person. At the extreme, this would mean the ability to 
set the best price for yourself and fool the other Tnan into thintring this was your 
maximum offer. We clearly do not agree with C. £3. ZJndblom who, seeing tihe 
various uses of the term “bargaining power” in the past, insists on including 
everything under its jurisdiction. (“Bargaining Power in Price and Wage Deter- 
mination,” this J awmal, LXI I (May 1948), 396-417.) Perhaps we should merely 
drop the term and speak of bluffing power. 
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revenue curve seen by the ore seller. Again MMVP bears the same 
rdation to MVP that MVP does to AVP. The ore seller will then 
set the price at A, directly above the intersection of his marginal 
cost curve {MC) with his marginal revenue curve {MMVP). These 
solutions are straight from Pigou and Hicks.^ 

(3) It is of course likely tlmt neither man will be able to set the 
price, each one trying to outwit the other; or even if able to set the 
price, he may prefer to leave a margin of safety against the risk of 
failure to reach any agreement. But once the price is agreed upon or 
set by arbitration or by government, presumably somewhere between 
A and C, output (sales) will clearly settle at one spot along the locus 
ABC in Figure 1. 

B. Others, notably Professors Denis, Fellner, and Henderson, 
have argued that intelligent bilateral monopolists should not bargain 
on a price basis only, since it is always possible to find a bargain 
specifsdng both price and quantity which will make them hoOh better 
off than under any agreement along ABC except at B, by increasing 
their joint profits (total profits of the two industries) and giving part 
of the increase to each. The output of ore (and use of it in making 
steel) which maximizes the joint profits of the two industries is clearly 
OM, determined by B where the marginal cost of producing ore is 
equal to its marginal net value product (as we have defined it) as an 
input in making steel. However, at this output, there is a range of 
pos^le prices for ore (DBE) which will determine the distribution 
of this profit between the ore sellers and the ore users. We are still 
assuming here that the profits have no affect on any of the curves. 
Only along this “contract curve” is it im/possMe to move in such a 
way as to make both parties better off. From any point off this line, 
a movement toward it increases the joint profits, and the increase 
could always be distributed in such a way as to leave both parties 
better off. The line DBE is vertical because of the assumed absence 
of income (profit) effects. 

In practice, of course, it may be quite difficult to make agreements 
as to both price and quantity, and even theoretically there are serious 
difficulties. One of the two parties might well refuse to bargain on 
that basis for fear of ending up in a still worse poation in case the 
other party proved to be a better bluffer. Certainly the ore seller 
wouldn’t let himself be pushed so far toward E that he would be 
worse off than at C where he refuses to guarantee any quantity. 
Likewise ike ore user wouldn’t let himself be pushed toward D so 

7. A. C. Figou, Principles and Methods of Inditsbidl Peace (London: Mac- 
Tnillan, 1905), Appendix A.; Hicks, op. eit. 
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far that he would be worse off than at A where he has to pay the 
producer’s price but at least doesn’t have to agree to purchase any 
fixed quantity of ore. The reader himself can set these limits on 
DBE if he wishes. It would still be to the advantage of one party 
to force the other party to agree on both price and quantity. 

C. It is clear that other solutions than ABC or DBE are possible 
and feasible imder quite realistic assumptions about bargaining and 
blufiSng. We do not think, however, that it is likely that any of them 
would be at much larger outputs than along DBE. T. de Scitovszky 
has suggested a case in international trade, moreover, where the 
resulting volinne of sales is restricted far bdow ri. or C by a process 
of successive raisings of tariffs, each time to move along the other 
country’s latest relevant offer curve.® 

III. COMPABISON WITH COMPBTTTIVB OuTPUT 

Even if we allow for such general equilibrium considerations as 
the fact that the changing outputs of each industry, by affecting the 
prices of factors used in these industries (and of the products as well 
in the case of the steel industry) might affect in turn the prices of 
otiier inputs, or the price of steel products, it is clear that output 
under bilateral monopoly is considerably less than under competition. 
How, then, do Professors Fellner and Denis come to the conclusion 
that OM is the competitive output? 

... in the sense that the bilateral monopoly relationship per se does not 
destroy the competitive pattern of (resource) allocation, provided it does not 
change the production functions. 

If in all other stages of the structure of production, selling and bu3dng were 
purely competitive (which would imply that the monopsonistic buyer of the raw 
material was a competitive seller of his product), then the allocation of resources 
would be such as in pure competition. 

This output is the “competitive” output, in the sense of being determined 
by the equality of the marginal cost of the seller with the marginal value product 
to the buyer. If the buyer-monopolist were a competitive seller, then the quan- 
tity of the finished output would be tiie “ideal” quantity. In this case the 
marginal value product is at the same time the value of the physical marginal 
product.® 

In what sense, or under what assumptions, is OM the ‘'ideal'' 
competitive output of ore? We can think of several cases, i.e.,sets of 
assumptions, which would make the competitive output the same as 
that when bilateral monopolists bargain for both price and quantity. 

8. Tiber de Scitovszky, “A Keconsideration of the Theory of Tariffs,” 
Remew of Eamomic Studies, I^ 98-99. 

9. Fellner, op. oU., pp. 507, 526; see also Denis, op, pp. 57, n.l., 94r-95, 
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1. In the special case pictured in Figure IV, the “contract curve'^ 
is narrowed to a point which coincides with the AC and AVP curves. 
What has happened here is simply that we have assumed a cost and 
demand situation such that the maximum joint profit of the two 
industries combined is zero. Any other output would mean losses to 
at least one of the industries. In order to have curves tangent like 
this, we should also have to assume the presence of external economies 
of some sort, or else the absence of external diseconomies (including 
rising prices for factors) so that it would not pay to keep restricting 
output until there was a profit. As Tintner has pointed out, this is 
clearly a special case, and it is probably not what Professors Fellner 
and Denis have m mind.^ 



2. If we start with the bilateral monopoly situation rather than 
with the competitive one, it is very easy to make an implicit assump- 
tion: lack of free entry of n&uo firms — though there may be a large 
number of firms to start with. In this case, each ore fim would be 
making profits and would be producing where its MC equalled the 
price of ore. Its MC would rise because of diseconomies of scale in 
a single plant. Each steel firm would also be making profits and 
would be producing where the marginal net value product of ore to 
it was equal to the price of ore. If we stick to the assumption that 
the ore fiinns are all alike, and the steel firms all alike, o/nd if we assume 

1, Gerhard Tintner, “Note on Bilateral Monopoly,” Journal of Political 
Economy, XLVII (April 1939), 269 and Pig. 6. 
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that the prices of all other factors and of steel stay constant, then we 
could draw an industry supply curve which would be the lateral sum 
of all the firm MC curves, and an industry demand curve which 
would be the lateral sum of all the firm MVP curves. But these 
same curves are also the monopolist's supply and monopsonist's 
demand curves once the price is set by someone else. Their inter- 
section is a solution then in both the competitive, and the bilateral 
monopoly case, and if the distribution of the profits has no effect 
upon output (on the curves) then a whole range of bilateral monopoly 
solutions (the ^‘contract curve") gives the same output as the com- 
petitive case. Note that the MC and MVP curves here are not 
those of Figure I, for our assumptions are different. Here they rise 
and fall because of diseconomies internal to the firm, and take no 
account of rising input or product prices. This is a partial equilibrium 
solution, then, for we assume constant factor prices (except ore) and 
constant steel prices. Even if we accepted this partial equilibrium 
solution as satisfactory in some cases, the assumption of no free entry 
is incompatible with the concept of long run “ideal" competitive 
output (though not with the concept of short run competitive price, 
if there are enough firms to start with.) 

3. We can, and perhaps this is what Professor Fellner did, make 
another set of assumptions. Assume again that the prices of other 
inputs and of steel products are not affected as more ore is used to 
make more steel, but continue to allow free entry. In this case there 
would be no equilibrium under our assumption that firms are all alike. 
We must put in some limiting factor, and we do it by removing the 
assumptions that finns are all alike: assume that each ore firm after 
the first must go deeper for its ore and ship it farther, and that each 
additional steel firm is in a less advantageous location than the one 
before. In this case the factors affecting the decisions of an individual 
firm in competition are agam exactly those which affect the manager 
of a monopolized or monopsonized industry if he cannot change the 
price. Again we can accept the locus DBE in Figure I as a set of 
possible solutions under bilateral monopoly, provided neither of the 
two monopolists is smart enough to see that his actual behavior 
might affect the other's bargaining. The competitive industry supply 
curve should no longer be labeled AC, of course, for it is now the 
lateral sum of firm marginal cost curves, and similarly the competitive 
demand for ore is the lateral sum of firm marginal net value product 
curves. In saying that these are also monopolist and monopsonist 
supply and demand curves, we implicitly assume that neither has 
to pay rent to anyone else. Here we have a case where the “contract 
curve” solution (maximum joint profits) gives the same output as 
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competition on both sides of the market, the output where MC 
crosses MVP when both of these are lateral sums of firm curves. 
Furthermore, this case is compatible with the usual assumptions of 
competition: large numbers and free entry, both of which are neces- 
sary for competitive output It is, however, partial equilibrium 
analysis, for we have assumed that the prices of other inputs and of 
steel products have not changed. Once we allow any of these prices 
to change, or allow external economies or diseconomies of any other 
sort, the competitive output becomes different from any reasonable 
bilateral monopoly output. External economies would tend to make 
the competitive output smaller, but it seems legitimate to assume 
that their influence would in practically every case be outweighed 
by external technical diseconomies, rising input prices, and falling 
steel prices. This is a reasonable conclusion, for the competitive 
output is, almost by definition, the one which maximizes all profits 
(including consumer surpluses) for society as a whole, not just for 
two industries. If the monopolist or monopsonist had to pay rent, 
output would be restricted stiU further, of course. Implicit assump- 
tions as to who collected rents have been a source of confusion and 
difficulty in this problem, as in other parts of economic theory. 

The confusion, we believe, has resulted from the use of curves 
which are not relevant for the decisions which are being made, and 
the use of the concepts of ‘^efficiency” and “ideal output” when we 
are dealing with partial equilibrium, and a limited segment of the 
economy. Strangely enough. Professor Fellner carefully points out 
that the contract curve solution in the wage-employment bargain is 
not ideal because the preferences of the union may not be those of 
the labor force as a whole, i.e., . . the outcome is optimal for an 

aggregate c(msisting of the firm and ike unionJ’^ 

2. Fellner, pp. cii., p. 628; Another trap for the unwary is Prof^or Fellner's 
use of trade union “indifference curves” between employment and the toage rale, 
to illustrate different assumptions about union behavior. These are not really 
indifference curves of the usual type, but are what Professor Hicks calls “marginal 
indifference curves” — indifference curves transferred to a price-quantity axis. 
When Professor Fellner assumes as one possibility, that these “indifference 
curves” look like regular indifference curves applying to two consumer goods, 
even as to upward concavity (pp. 511-12), he puts severe restrictions upon the 
union’s preference patterns. Ordinarily there is no reason why marginal indiffer- 
ence curves should not slope up to the right, or be convex from above. Indeed 
Professor Fellner uses the term “concave union indifference map” to mean this 
very restrictive assumption when he first introduces his third possible assumption 
(pp. 511-513, especially diagram on p. 513), but in several other places the term 
means only that the real indifference curves of workers’ income against employ- 
ment are not straight lines (see pp. 514r-515 where he indicates tl^t all-or-none 
contracts have advantages for the union only “if the union’s indifference map is 
concave,” a statement which only makes sense if he means the incozne-employ- 
ment indifference curve, and see also pp. 524r25). 
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Even when we allow for changing prices of inputs and of steel, 
however, the analysis we have been giving is not really general 
equilibrium analysis. There are other repercussions through the 
system, and we do not feel confident that they can be built into our 
MC and MVP curves without circularity of reasoning. It does not 
seem likely, however, that these repercussions would upset our main 
conclusions. 


IV. Some AssuMP^Tors Relaxed 

The question also arises: What if we relax some of the more 
rigid assumptions? We have already discussed a case whe]^ firms 
were not alike. This raises no real difficulties except perhaps as to 
the effects of spending money received as rents. If we allow for the 
effect of profit distribution between the two monopolists, then the 
curves we have been using become worthless, for they shift with the 
distribution of the spoils. If we did “build this in’’ somehow, then 
our “contract curve” would show a range of outputs, one of which 
would be the competitive output under the particular assumptions 
made in 3. above.® 

As we said earlier, the presence of external technical economies 
or diseconomies can be discussed for their effect on output, exactly 
as falling or rising prices of inputs, though the real effects on the 
economy, and the repercussions, would be quite different. 

We have been treating so far only the case where the only motive 
on either side of the market was the maximization of money profits, 
with no “income effects” of these profits on the relevant curves. It 
is necessary because of certain qualitative differences, to make our 
comparison of competition and bilateral monopoly in two other cases: 

(a) where only indifference functions are involved (barter), and 

(b) where indifference sets and production functions are both involved 
directly. Of course, whenever we start considering successive reper- 
cussions and genuine general equilibrium, both types of considerations 
are involved anyway. 


V. Income Effects Allowed: Indiffeeence Curves Only 

Let us take, for our example where only preference sets are 
involved directly, a hypothetical case of a large number of domestic 
servants, each with 24 hours a day and no money, and a large number 
of employers of domestic servants, each with an identical amount of 

3. Professor Denis has done this, op. dJt,, p. 95. 
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money. We diall staxt ■with a more nearly realistic case here, rather 
than •with the simplest one, by allowing the servants to have different 
tastes and different alternative opportunities for earning a living. 
We can also allow the employers (Merences in tast^, provided we 
insist that all servants be equally effective as servants so that we can 
have a competitive market. Clearly, since we cannot assume that the 
distribution of “profits” will not affect the demand or supply of 
domestic service, we must use a different type of curve where 
income effects can be built iiv..!,We start, as before, 'with the com- 
petitive case, in order to avoid the possibility of making implicit 
assumptions about freedom of entry. Even if we assume that no 
one’s preferences depend on anyone else’s behavior, it is doubtful 
if we can build up a set of community indifference curves for 
servants, or a set for mployers, since the number of servants, or of 
employers, is subject to change. 

However, given each protective servant’s choice pattern as 
between leisure and income, and between domestic service and other 
types of work, plus her alternative job opportuni-ties, we could build 
up what might be called a “free entry offer curve of domestic hdp 
for money at various wage rates.” And we could also, given sufficimt 
information, build up another offer curve showing the amount of help 
that could be secured for any given average wage rate 'with perfect 
discrimination between individual servants, and perfect discrimina- 
tion between the different hours worked. This second curve would 
clearly have no relevance to a competitive market, for it would be 
impossible to have discrimination there. It does indicate, by its 
distance from the other offer curve, the surplus, or workers’ rent, 
secured by the servants in a competitive market. We have drawn a 
h 3 q)othetical example of these two curves 00 and OF in Figure V. 
We measure the total number of hours worked domestically by the 
distance down from 0, and the total amoxmt of money paid, by the 
distance to iM right from 0. Hence, any point on this diagram specifies 
a total money sum and a qiiantity directly, and an average price can 
be easily calculated. Similar offer curves can be drawn for employers. 

The question immediately arises: in a competitive market ■with 
free entry or new servants and employers, why should these offer 
curves bend? This is vital, for depending on the reasons, we shall 
obtain different conclusions as to the relation between bilateral 
monopoly and competitive output in this case. With an unlimited 
number of identical servants with the same alternative opportunities 
(which we have not assumed) these lines would curve only because 
of something similar to external diseconomies (either technical or 
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pecuniary) in the two-industry case. For the servants this might be 
pecuniary) rising prices of the things they buy with their money 
because of greater demand or because of fewer people to make them. 
For the employers it might be falling prices for other things in their 
budgets as relatively less money is spent on them. These two are 
not necessarily inconastent, for the two groups might prefer different 
types of commodities. We have assumed away “technical” external 



FIGURE V 


diseconomies. If they existed, i.e., if employers had less desire for 
servants as servants became more common in the neighborhood, or 
servants regarded domestic service as less deerable as more people 
became servants, we could handle the effects diagrammatically just as 
we handle the pecuniary diseconomies (rising opportunity costs). 
The real effects on satisfactions would be different but the comparisons 
of competitive and bilateral monopoly outputs would be the same. 
Hence, we disregard this possibility here. 

But these offer curves might bead also because of the differences 
in the pr^m-ences of individuals, and in their alternative eaming 
opportunities. (We have assumed that they are all of equal rTHII as 
domestic servants.) 
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In any case there is a reduction in the curvature of the single-price 
offer curve that might otherwise exist, because individual servants 
wiU work longer hours as the rate increases, and employers would 
hire more servant hours each as the wage rate fell. (We eliminate 
the backward sloping supply curve here for simplicity.) 

In Figure V, ODF is the offer curve of the employers (assuming 
no discrimination by servants as between employers, and no reduced 
overtime charges or other discriminatory devices); and OH is their 
offer curve with perfect discrimination of all types. 

Curve OEF is similarly the offer curve by the servants of effort 
for money, given a single uniform wage rate and no discrimination. 
OG is the servants’ maximum ‘‘no-trade” offer curve under perfect 
discrimination between servants and perfectly discriminatory 
incentive systems (higher rates of pay for each successive hour). 

Clearly in a competitive market, the ODF and OEF offer curves 
are relevant, and F is an equilibrium point. What happens now when 
we centralize the bargaining on both sides of this market? In settmg 
up one employers’ representative and one domestic servants’ union 
official, we shall again omit discussion of the questions of trusteeship 
(vitally important m real life), i.e., problems of whether representa- 
tives maximize their own or their constituents’ satisfaction, how they 
know what their constituents want, and how they settle questions of 
distributive justice wdthm their own group. We assume that the 
profits of monopoly gained by either side are distributed equally 
among the members by their (unpaid) representative, and that the 
impact of these profits on their maximum offer curves could be 
indicated by building up a set of “indifference curves” with the com- 
petitive offer curve as the lowest “indifference curve.” These are not 
really mdifference curves, of course. We have already indicated that 
with free entry (changing numbers) community indifference curves 
lose their meaning anyway, and further that these curves exclude 
consumers’ or buy»'ers’ rents arising from the absence of discrimination. 
If we were going to allow our monopolists to discriminate, we might 
want to build a set of “indifference curves” on the absolute maximum 
offer curves. 

Let us start with the case where no discrimination is allowed. 
What possibilities for profit are there in combined bargaining for 
either side? In other words, why should there be any curvature in 
the maximum offer curves of the bargainers? The possibility of 
“profits” from restriction of amounts of service offered, or used, arises 
from several sources which must be distinguished from one another: 

(a) Why, if employers are willing to restrict their use of domestic 
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servants, can they get them for a lower wage rate (still assuming no 
discrimination)? First, as more servants leave for other jobs, those 
best able to do the other jobs may leave first, so that the alternative 
job opportunity of the marginal servant (the one about to leave) 
gradually drops. Second, the wage rates in these alternative jobs 
may start to drop. Third, the servants remaining may be willing to 
work fewer hours at a lower rate, although we should probably 
allow for the possibility of the reverse happening too. Fourth, prices 
of the things servants purchase may drop, increasing the real value 
of money relatively to leisure. And finally, fifth, if we allowed it, 
there might be an external technical diseconomy, domestic service 
becoming more attractive as less people remained in it. 

(b) Why, if servants are willing to work fewer hours, can they 
get higher average wage rates from their employers, again without 
any discrimination? First, the marginal employers drop out of the 
market, leaving all the rest willing to pay more. Second, each 
remaining employer will presumably be willing to pay more per hour 
for fewer hours of help, because of the increasing relative importance 
of service relative to the importance of money. Third, the prices of 
the other things employers buy with their money may rise. And 
i^adn, if we allowed interactions between preference systems of the 
employers, the importance of having servants might increase as fewer 
people had servants. Here, also, of course, the reverse might happen, 
reducing the curvature of the offer curve. 

Now, we submit, that as soon as either side of the market is 
monopolized, the bargaining agent will recognize certain of these 
influences which were outside the consideration of, and not under 
the control of, the individuals. Hence the offer curve of a monopolist 
or monopsonist, &}en, where he cannot set price and has no hope of 
changing the attitude of those on the other side of the market, will not be 
ODF or OEF in Figure V, but something inside each of these. The 
individual servants would have been influenced by the first and the 
third of the items listed under (a) above, and the individual employers 
by the first and second items under (b), — that is how they got tlieir 
buyers’ and sellers’ surpluses — but a bargaining agent for either 
side would presumably take account of aU these influences, provided 
they were important. Hence, with bilateral monopoly, we should 
have a new pair of maximum offer curves (without discrimination) 
OAB and OCB in Figure V. 

Again, we can analyze the bargaining possibilities as before, but 
rather than work throu^ the whole analysis agmn, we shall merely 
indicate the solutions with a few comments. 
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When agreement is reached on price only, or the price is set 
from outside, we again have a range of possibilities: ABC.* Clearly 
it would pay either bargainer to change the wage rate in his favor, 
even by restricting the offer of money or work, so long as the new 
bargain was to the left of OAB for employers, or to the right of OCB 
for servants. The question again arises why either bargainer would 
let the other set the price, even by restricting the offer, nnlesa he 
were either lazy or ignorant of the other’s offer curve. For a price 
once accepted as immutable, we have a locus of outputs ABC, the 
specific price determining the output. However, as we have indicated 
before, de Scitovszky has shown that successive curtailments of 
output by each side might put the final solution at J in Figure V, 
where the condition of equilibrium is that each side is facing the 
other with a sort of “bargaining offer curve” that is tange^it to one 
of the other side’s indifference curves. The same criterion is applic- 
able here, though the lack of any real indifference curves in the usual 
sense leaves the author hesitant about diagramming it. 

If the monopolists bargain for both price and total quantity 
(hours of work), still assuming no discrimination or multipart pricing, 
we could work out a “contract curve” locus DBS, along which their 
joint “profits” would be maximized. If the bargainers are intelligent, 
but not too smart and perhaps a bit lazy, these may be likely solutions. 
Again, as in any bargaining, the attempt to bluff and gain a little 
more, may give solutions outside this range, though it seems unlikely 
that the output would ovct reach the competitive solution at F. 
The “contract curve” DBE is the locus of points of tangency of our 
“indifference curves” for each side, excluding all buyers’ and sellers’ 
surpluses. 

What can we say of the possibilities if discrimination of all sorts 
is also allowed? Presumably solutions inside OH and 00 are possible. 
Perhaps we could find another “contract curve” maximizing the 
joint profits of all actual and potential servants and employers, and 
presumably passing through F; but certainly this leaves many 
difficult questions unanswered. 

What can we conclude for this second general case — that of 
two groups of individuals with preference systems — about the 
relations between output (quantity sold) under competition as 
compared with output under bilateral monopoly? It seems clear 
that so long as there are influences affecting all the individuals in 
the group, but none of them strongly enough to have any effect, the 

4. In all these cases, a public authority could set a price outside the range 
ABC, and one of the offer curves, OAB or OCB, would stffi be relevant. 
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centralization of decision-making for the group is likely to lead to 
reductions in output. We should hasten to add, that if there are 
external economies instead of diseconomies (perhaps technical ones, 
overbalancing the changing opportunity costs) output might be 
increased, but we think this is the exceptional case. Certainly the 
problem turns out to be far more complex than previous writers have 
indicated, and actually we have neglected all but the more obvious 
of the general equilibrium considerations. Is the competitive output 
also the ideal one? The answer depends on the type of considerations 
which influence the monopolist as distinct from the individual in 
pure competition. If they are external technical economies or dis- 
economies, then we can agree, with Pigou, that maximizing the joint 
profit of the two monopolists will lead to an output closer to ideal 
than under competition. On the other hand, if they are pecuniary 
(changing prices or opportunity costs), then the competitive output 
is superior. It seems Iflcely that the latter case will predominate. 

What if the market is so small that no other prices need be taken 
into account, and what if we can neglect other interactions outside 
the immediate market? Here it would seem that, apart from the 
problem of income effects. Professor Fellner’s conclusion might hold; 
the output might be the same under bilateral monopoly as under 
competition. But this conclusion should be intuitively obvious 
anyway, for if there is nothing of which the monopolist takes account 
which was outside the ken of the competitors, it should be possible 
to find conditions under which the monopolist would offer just as 
large a quantity and the other monopolist buy it. It may even be 
possible that the monopolists are ignorant or lazy and neglect to 
take account of these “industry effects’' anyway. However, it must 
be remembered that comparisons of competitive and monopoly 
outputs involve important distinctions between partial and general 
equilibrium and between immediate and repercussion effects. 

VE. Income Effects Allowed: Indifference Curves 
AND Production Functions 

Finally, we come to the third case where indifference patterns 
and production functions are both involved. It is very easy, as the 
author has found to his sorrow, to allow examples of this sort to 
become so complicated that they can be handled only by mathematics, 
and even then all sorts of index number problems arise. On the other 
hand, it is also possible to simplify the problem so much that it 
becomes meaningless. As an instance of this, if we insisted on 
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identical individuals and identical firms, and free entry, and no 
external economies or diseconomies, all offer curves would be strad^t 
lines, and there would be no equilibrium. Or if we posit a very 
simple economy where all workers are employed either in making 
the product under consideration, or in the industry using that product 
(perhaps consumption), then the repercussions become extremely 
important. If we reduced output in the two iudustries, where would 
all the workers go? And what would happen to the demand for the 
final product? We cannot in this article list all the possible sets of 
assumptions and discuss them, though a longer treatment might well 
designate them, as Edgeworth once did, by large and fimall letters 
and give results for each possible set. 

Let us then take the following case: a large number of small 
wheat farms, and free entry of new ones, but each additional farm 
on poorer land so that there is rent. Assume also no lumpy factors 
so that each farm finds the marginal value product of labor falling 
as more men are hired. The only cost in raising wheat, aside from 
rent, is labor cost, and there are a large number of available workers, 
all equally efficient and with identical taste patterns. For the time 
being let us assume that the supply can be increased or decreased by 
bidding the workers from other jobs, with the usual increase in the 
marginal worker’s alternative opportunity because of rising wages 
elsewhere. Notice that we have removed a restrictive assumption 
on the firms — that of identical costs, and have put one on the indi- 
viduals — identity of tastes. The reader should be able to figure out 
how to handle other variants. 

Let us first diagram the competitive solution. We have a 
market for agricultural labor here, a very abstract market far removed 
even from the dynamic problems discussed by Alex J. Morin in a 
recent article.® Let us use the same Edgeworth-tsnpe diagram again. 
In Figure V we measure to the right from 0 the amount of money 
paid in agricultural wages, and down from 0 the number of hours 
(per year) worked. Although we can consider the workers’ offer 
curve as built up from a sort of community indifference map, it is a 
weird sort of community, with a varying number of people. Again, 
we can draw OG, the maximum amount of work that could be secured 
on farms by a perfectly discriminatory system of payments (overtime 
premiums etc.), although here we have elhninated by assumption 
any differences between the workers’ tastes or their efficiency in any 

5. A. J. Morin, “A Note on Bilateral Monopoly with Special Reference to 
Seasonal Agricultural Labor.” Journal of Farm Ecorumics, XXXI (February 
1949), 101-115. 
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possible job, so that no discrimination between individuals would be 
possible. Then OEF becomes the offer curve of farm work for money, 
given a single hourly wage rate. The distance between these two 
offer curves here represents only one type of seller’s surplus, which 
we might call the “usual” type. 

As for the farms, which are run automatically, we have one 
maximum offer curve, OH, showing the amount of money that could 
be got by the workers if they discriminated between farms so as to 
take all the rents as wages too, and we have the competitive offer 
curve, showing the offer of money by farms with a single uniform 
wage rate. The distance between these curves obviously represents 
differential land rent. 

The competitive solution is clearly at F, the farms making no 
profits above their differential land rents (because of our assumption 
of free entry). Now let us put one union leader in charge of farm 
workers, and one labor relations expert in charge of hiring farm 
labor. The question, as before, is clearly whether there is ansrthing 
that would cause them to restrict the amount of labor supplied, or 
purchased, below the amount indicated by the offer curves ODF and 
OEF, even if the price were set by the other side, or by the govern- 
ment. What sort of things might do this? The answer is that 
increased output of wheat might cause its price to fall; or increased 
earnings of workers and their movement to farms might cause prices 
of other things (besides wheat) to rise. We might also have inter- 
actions between preference ^sterns, and between the farm costs 
systems, e.g., less wheat rust when less is produced in an area. It 
should be clear that the reactions that must be considered are complex 
once we get beyond the first stage, and that they may be indeter- 
minate: the price of wheat may tend to rise because more workers 
can buy more bread, and to fall because more workers are producing 
more wheat. It seems likely however, that again there will be 
another set of maximum monopoly offer curves OAB and OCB with 
the usual possible equilibrium points. 


VII. Conclusion 

We have spent so much time on this matter not simply because 
it seemed worth-while to clear up the reasons for the disturbing 
discrepancy in conclusions reached by different theorists, but oI sa 
because we feel that the bilateral monopoly tsrpe of market is likely 
to become more and more important, and that its consequences for 
output and prices relative to competition need to be discussed. 
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Whether one monopolist maximizes his profits and the other casually 
makes the best of it, or whether they get together and maximize 
their joint profits, it seems clear that in all but the exceptional cases, 
output will be less than under competition, though it may wdl be 
greater than xmder monopoly on one side and pure competition on 
the other. It seems intuitively obvious that the output which 
maximizes the joint profits of two groups in society will not usually 
be the same as that which maximizes the profits and surpluses of 
society as a whole (the competitive output). 


Brown XJnivbesitt 


James N. Mobgajm. 



INTERREGIONAL PAYMENTS COMPARED WITH 
INTERNATIONAL PAYMENTS 


SUMMARY 

I. Interregional ’ trade in the United States, 392. — II. Traditional 
explanations, 393. — III. Payments data for the United States, 396. — IV. The 
role of Treasury transfers, 400. — V. Summary, 407. 

Why in the past has the international gold standard collapsed 
while at the same time internal gold standards in European and 
American nations functioned without apparent strain? This question 
has been asked frequently, and answered in different ways by various 
economists. The present article is an attempt to evaluate these 
a priori answers in the light of the intranational experience of the 
United States during the trying thirties when international payments 
were so difficult of settlement. 

I. Intereegional Trade in the United States 

Trade between different sections of the United States is conducted 
on the basis of a monetary mechanism which closely approaches a full 
and complete gold standard with a minimum of impediments to trade. 
The Federal Reserve System is so organized that the country is 
divided into twelve partially autonomous regions, each with central- 
ized bank reserves of gold, interrelated by a system of par clearance 
with virtually invariant exchange rates and free gold movements. The 
reserves of each region are determined in large part by its commercial 
and financial transactions with other regions, by its trade, that is, 
with the rest of the country and with the world. When the receipts 
of any one region in interregional trade are in excess of its payments 
to all others, the difference is settled by means of a gold earmarking 
operation in favor of this region on the books of the Interdistrict 
Settlement Fund in Washington. This gold movement is akin to 
the flow of specie internationally; the bank reserves of the paying 
regions are decreased; those of the receiving region increased. Any 
region, then, with a chronically passive balance of pa3unents on 
commercial and financial account would suffer a continuous loss of 
bank reserves. What has prevented such a continuous loss or gain 
on the part of any single region, especially during periods of wide- 
spread economic maladjustment? 

Interpreted most broadly such a question is concerned with the 
differences between international and intranational trade; more 
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INTERREGIONAL PAYMENTS 


393 


narrowly the problem resolves itself into the query: “Why does one 
pay so much attention to international, and no attention whatever 
to interregional balances of payments?’’^ The breakdown of inter- 
national trade in the 1930’s was the result of disequilibria in inter- 
national balances of payments; why were there no such difficulties in 
settling intranational balances?^ 


II. Traditional Explanations 

The explanations offered have varied in scope as widely as the 
statement of the problem. Those most frequently cited and most 
generally accepted as responsible for differences in the operation of a 
gold standard internally and internationally are (1) the fact of a 
common or unified currency in use within a country, whereas different 
currencies are used by different countries; (2) the fact of a homoge- 
neous economic policy (monetary, fiscal, trade and migration policies) 
governing all regions within a nation, while at the same time different 
nations pursue independent and divergent policies; and (3) the 
explanation of the classical economists, the fact that factors of pro- 
duction move freely within a country, but are relatively immobile 
as between countries. It will be shown that the most important 
determinant in the maintenance of regional balance-of-payments 
equilibria in this country has been the mobility of productive factors, 
especially that of capital. 

The first of these explanations can be disposed of quickly. 
While it is true that the regions of the United States are joined by 
a common currency, this fact in itself is not sufficient to insure 
equilibrium in the balance of interregional payments. The payments 
and receipts of any region or country are determined by the pro- 
ductivity of its economy as compared with that of other regions, 
together with the level and nature of demand. If a region's balance 
of payments should become passive because of a decline in demand 
for the products of its export industries, the fact that it uses the same 
currency as do other regions would not prevent it from losing reserves. 

1. M. A. Heilperin, International Monetary Economics (London, 1939), p. 9. 

2. Although the event was never described in terms of a balance-of-payments 
disequilibrium, the bank-closings in the early thirties, which originated in agricul- 
tural sections of the west and then spread over the country, indicated the existence 
of intranational disequilibrium. The suspension of payments on the part of banks 
in any one region was as much an abandonment of the internal gold standard as 
were the more obvious steps of controlling gold exports taken by England and 
other nations during the same period. Actually balance-of-payments difficulties 
were existent in this country in 1932-33, although few people were aware of them 
as such. 
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Similarly, even if all countries of the world used the same currency, 
one nation would suffer a persistent loss of reserves if international 
supply and demand conditions should change against it. 

Actually, the only difference between a unified world currency 
and an international gold standard lies in the fact that the former 
insures invariant exchange rates whereas the latter allows exchange 
rates to vary within very narrow limits. While it is true that varia- 
tions of exchange rates within the gold points can and do set in 
motion short-term capital movements that would not otherwise 
occur, this particular type of capital movement is not disequilibrating 
to the balance of payments. For all practical purposes, so long as 
there is free convertibility of one currency into another, the gold 
standard supplies a unified currency, but this fact is not sufficient to 
ensure international equilibrium. 

For the same reasons a system of international par clearance 
would not prevent the cumulative loss or gain of reserves by any 
single country; rather it would offer a more facile mechanism for the 
accomplishment of the flow. The existence of a clearing fund to 
maintain international clearance at par would not have prevented 
the collapse of world trade in the early 1930^s. At this time agricul- 
tural countries experienced a loss of reserves because of a passive 
balance of payments. The latter was due to a decline in the quantity 
and price of their exports together with an inelastic demand for 
imports. Under such conditions any international agreement for par 
clearance would have been abandoned by these countries, as was the 
gold standard, because of the exhaustion of their credit in the clearing 
fund. Agricultural coimtries were forced to abandon the gold 
standard because of their adverse balance of payments position. 
Neither a unified world currency nor a system of par clearance 
would have prevented their payments from exceeding their receipts. 

Would, hovrever, a homogeneous economic policy governing the 
entire world at this time, have prevented the balance-of-payments 
problems from arising, and thereby served to maintain the successful 
operation of the gold standard? The causes of the adverse balance 
of payments position of the agricultural economies were not confined 
to southern Europe and South America. They also characterized the 
interregional economic position of the agricultural sections of the 
United States. In this country as elsewhere the demand for agricul- 
tural products suffered a sharp decline. Here, too, the demand of 
these regions for industrial goods for consumption was relatively 
inelastic, and yet no observable balance-of-payments problems 
arose, especially after 1933. Can the successful operation of the 
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internal gold standard here be explained in terms of interregionally 
homogeneoiis economic policies? 

Actually not. Homogeneous economic policies imply that eveiy 
region of the country is subject to the same policy decisions and 
regulations in the monetary, fiscal, trade and migration fields. In 
order that these policies be homogeneous, it is not sufficient that 
each region be subject to the same policy-making authority, which 
is the case in the United States. What is important is that any 
single policy decision of a policy-forming body should apply to ^ 
regions without discrimination. The latter is not true in the United 
States even on the national, as opposed to the state, level. 

Among the many policy-maldng agencies of the federal govern- 
ment, there are only a few which divide the country into sections or 
regions for administrative purposes. Most apply their proposals on 
a nation-wide scale without any apparent differentiation among 
regions. Insofar, however, as these boards deal with one specific 
industry or t3T)e of economic activity which is highly localized geo- 
graphically, the effects of administering the policy result in regional 
discrimination. For example, a good part of the regulations of the 
Securities and Exchange Commission apply implicitly or explicitly 
to the New York stock exchanges alone. Changes in these policies 
will affect the economy of the New York Federal Reserve District, 
and thereby its interregional balance of payments to a much greater 
degree than any other. The same would be true of changes in mmi- 
mum margin requirements made by the Federal Reserve Board. 
The policy is of national application, but its effects fall most heavily 
on the New York district. Again, agricffitural policy aimed at 
supporting the price of a certain crop will affect the regions producing 
this crop in one way, those buying it in another. Thus, , in some 
in s tances these regional differences in policy results are a matter of 
degree; in other cases, however, the difference is one of kind. 

Many economists have stated as the chief reason for the difference 
between international and internal trade the existence of different 
monetary policies among nations, the fact that a flow of gold from 
one country to another can cause a contraction of a certain amount 
in the credit structure of the losing country, but an expansion of a 
different amount in the credit of the receiving country because of 
different reserve requirements. But this same phenomenon is 
equally true in the case of the United States. The loss of reserves 
by the Boston to the New York Federal Reserve District, for example, 
can result in a greater contraction in the former, smaller expansioii 
in the latter since usually reserve requirmnents for banks in Central 
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Reserve cities are greater than in Reserve cities, and the required 
reserves of the latter exceed those of country banks. Thus the 
Federal Reserve Board, in requiring different reserves in different 
regions, does not practice a homogeneous monetary policy. 

In regulating discount rates, too, the Federal Reserve Board 
pursues a non-homogeneous regional policy. Even if discount rates 
throughout the country are all changed to the same degree, there 
may be vaiying effects on regional balances of payments, depending 
on the level of the marginal efficiency of capital within the different 
districts. Likewise, in determining the participation of each distilct 
in open market operations, the policy of the board results in greater 
effects on the payments of some regions. 

Another agency which divides the country into regions for 
administrative purposes is the Interstate Commerce Commission, 
which, for example, allows different freight rates to be charged in 
different territories for transporting the same commodity by rail. 
In such a case, however, once the regional economies have adjusted 
themselves to a given level of rates, it is only a variation in the 
relative regional levels (such as has recently been effected) which 
is disturbing to the balance of payments, not the existence of the 
different levels. 

Enough examples have been cited to indicate that regional 
equilibrium in the United States cannot be explained in terms of 
homogeneous economic policy, even on the national level. When 
we take into account also the differences in state policies, and the 
hindrances to interstate movements of goods and capital® which 
exist, the similarity to the conditions of international trade becomes 
even clearer. 

III. Payments Data for the United States 

Let us now consider the existing data relating to the volume of 
trade among the twelve Federal Reserve districts of the United States. 
The amounts of gold reserves gained or lost annually by each Federal 
Reserve district are shown in the annual reports of transactions 
through the Interdistrict Settlement Fund. The annual summary of 
these transactions reveals the balance of payments of each i*egion for 
that year: the excess of receipts or payments in interregional trade. 
These transactions are differentiated by the Fund into three catego- 
ries: transit clearings. Federal Reserve note clearings, and inter- 
reserve bank transfers. 

3. See, for example, W. Adams, and L. E. Traywick (eds.), Headings in 
Economics (New York, 1948), pp. 172-173. 
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The first group, transit clearings, represents all transactions 
undertaken by individuals and institutions (wibh the exception of the 
federal government) in any one region with all outsiders. Checks 
drawn on and by member banks and their correspondents are cleared 
through this account. Although it is true that a sizeable volume of 
checks is still cleared outside of the Federal Reserve System through 
correspondent banks in other sections, payments and receipts in this 
correspondent clearing system must in the long run be in balance. 
If they are not, the bank whose deposit is being increased will eventu- 
ally transfer it home via the Interdistrict Settlement Fund. It is, 
therefore, safe to assume that the net debit or credit of any Reserve 
Bank in the I. S. F. represents the excess of payments or receipts in 
all interregional transactions, with the exception of currency move- 
ments and transfers of the federal government. The transit clearing 
account includes the settlement of various inter-reserve bank trans- 


Net Transit Clearings and Inter-reserve Bank Transfers 
OP THE Boston, New York and Minneapolis Federal Reserve 
Districts, 1919-1939^ (millions of dollars) 



BOS' 

Net 

Trandt 

Clearings 

roN 
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Inter-bank 

Transfers 

NEW 

Net 

Transit 

Clearings 

YORK 

Net 

Inter-bank 

Transfers 

MINNE 

Net 

Transit 

Clearings 

A.POLIS 

Net 

Inter-bank 

Transfers 

1919 

- 1-509 

-512 

- 3,030 

+- 2,905 

+279 

-325 

1920 

+667 

-492 

-565 

+-248 

-96 

+-90 

1921 

- 1-310 

-224 

- 1,043 

+-745 

+-92 

-63 

1922 

•+•154 

-177 

-576 

+-414 

+43 

-21 

1923 

+158 

-103 

-132 

+-83 

+11 

0 

1924 

+-66 

-49 

-337 

- h407 

+-39 

-17 

1926 

+-92 

-147 

-320 

+■639 

+1 

-10 

1926 

- 1-220 

-155 

-591 

+626 

+-29 

-14 

1927 

- 1-243 

-203 

-399 

+-677 

-38 

+-19 

1928 

-+125 

-136 

-240 

+-446 

-19 

+-18 

1929 

+-95 

-60 

-153 

+-359 

-38 

+57 

1930 

-+142 

-145 

+-129 

+-314 

-25 

+18 

1931 

+-146 

-129 

+-590 

-211 

-46 

+31 

1932 

+-78 

-80 

+- 1,226 

-819 

-116 

+81 

1933 

+-183 

-171 

+-436 

-371 

-22 

+42 

1934 

+-248 

-132 

+•957 

-856 

-267 

+226 

1935 

+-193 

-86 

+- 1,270 

-718 

-269 

+166 

1936 

+-155 

-123 

+-714 

-906 

-277 

+179 

1937 

+-178 

-214 

-421 

+-250 1 

-183 

+202 

1938 

+-259 

-63 

+-382 

-390 

-160 

+134 

1939 

+■293 

-80 

-275 

+-645 

-172 

+46 


^ + sign indicates net credit (receipts); *- sign indicates net debit (payments). Source: 
Federal Reserve Board, Annual Reports. 
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actions; open market operations of the system affect this account, as 
does the allocation of foreign central bank deposits with the Federal 
Reserve System among its 12 individual banks. 

The second group, Federal Reserve note clearings, represents 
interregional currency movements. It shows the volume of notes 
issued by one bank which are presented for redemption by all others. 

The net debit or credit of any bank on these two accounts 
(transit and note clearings), taken together, shows the net loss or 
gain of gold by that region which results from its “foreign'^ trade. 
If a balance of payments were to be constructed for this district, its 
payments for commodities, services, long-and short-term loans would 
exceed its receipts (or vice versa) by this amount. 

The third group, inter-reserve bank transfers, reflects changes in 
the deposit of the federal government with each Federal Reserve 

Net Transit Clearings and Treasury Transfers 
OP THE New York, Boston and Minneapolis 
Federal Reserve Districts, 1929—1939. 
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Bank. When in the course of its business the federal treasury finds 
that it must make payments in one region which are in excess of the 
funds it has on hand in that region, it will direct that part of its 
deposit in another Federal Reserve Bank to be transferred to the bank 
in the region where funds are scarce. These transfers, due entirely to 
government account, are termed 'finter-reserve bank transfers.’’ 
They are unilateral in nature, and akin to a capital movement, a gift 
or an indemnity in international trade. In this case, however, the 
transfer affects regional reserves directly, for it is effected by a 
movement of gold. 

In considering regional equilibrium in the United States, the 
iateresting aspect of these interdistrict clearings is the relationship, 
for any single district, between inter-reserve bank transfers (Treasury 
transfers) and transit clearings.'* Those districts which have gained 
funds through the operation of the Treasury, have lost funds in 
transit clearings; and those regions which lost reserves on government 
account, have gained through transit clearings, with the result that 
over a period of years the net accumulation or loss of gold by any one 
region has been zero except during years when the gold stock of the 
entire country has changed.^ The persistency of the inverse relation- 
ship is noteworthy. Since 1919, for example, the Boston district has 
every year lost funds through treasury transfer, gained through 
transit clearings. From 1919 to 1930, the New York district gained 
on government account, lost on clearings; while from 1931 to 1936, 
the New York position was reversed (see accompanying Chart). 
Obviously an explanation of this inverse relationship is necessary to 
an understanding of the conditions needed for regional equilibrium. 
Here we shall consider these two accounts for the period from 1929 
to 1939, the era of the breakdown of the international gold standard. 

IV. The Role op Tbeasury Transfers 

The receipts of the Treasury in any district are from two main 
sources: taxes (the federal income and various excise taxes), and 
borrowing (the sale of short- and long-term government securities 
such as Treasury notes, certificates, bills and bonds). The expendi- 
tures of the government take the form of payments on government 

4. Since for any district the volume of Federal Reserve note clearings is 
insignihcant as compared with transit clearings and treasury transfers, they 
be ignored, and the total gain (or loss) of gold reserves by a region can be con- 
sidered as the sum of the two latter. 

6. See B. H,Beckhart (ed.). The New York Money Market (New York, 1932), 
II, 359. Also S. E. Harris, Twenty Years of Federal Reserve Policy (Cambridge, 
1933), Vol. II; W. R. Burgess, The Federal Reserve Banks and the Mcmey Market 
(New York, 1936). 
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contracts, service of the federal debt and federal aid payments to 
states and individuals. 

Before the occurrence of the large relief expenditures and the 
deficits in the federal budget of the thirties, the largest proportion of 
government expenditures was made in the New York district. There, 
payments on many government contracts were made, and (more 
important in affecting the interdistrict gold movement) there. Treas- 
ury obligations were issued and redeemed and their service charges 
were met. According to a study of the Federal Eeserve Board, 
redemption of Treasury obligations in New York far exceeded the 
allotments of the region because of active trading in these securities 
in the New York money market. Treasury obligations issued in 
other districts drifted to New York and had to be redeemed there.* 
Ordinarily about two-thirds of every Treasury issue found its way to 
New York by the time it matured, whereas the proportion of the 
federal income tax collected in New York was only one-third of the 
total.^ As a result. Treasury expenditures in the New York district 
regularly exceeded receipts there; the difference was made up by the 
transfer of tax proceeds from other sections to New York. Through 
the twenties, therefore, and until 1931, while New York consistently 
gained gold through Treasury transfers, other regions lost reserves.* 

With the transfer by the Treasury of tax proceeds from other 
districts to New York, the legal reserves of out-of-town banks were 
decreased. To replenidi the latter, commercial banlcs in other 
districts withdrew balances from New York after each tax period, 
the withdrawn funds representing, among other things, proceeds of 
securities which had been sold or matured in New York and payments 
for merchandise exported through New York.® The movement of 
these interbank balances being accomplished through the transit 
clearing account of the Interdistrict Settlement Fund, the New York 
district consequently lost gold through transit clearings to other 
regions. 

When purchases of government securities are made in New York 
for the account of other Federal Reserve Banlis, payment to the 
New York bank is effected via the Interdistrict Settlement Fund; 
and when securities from the holdings of other Federal Eeserve 
Banks mature in New York return payment is accomplished through 
the Fund. During this period, because of greater maturities than 

6. Federal Reserve BiiMetin, April, 1922, pp. 400-403. 

7. Federal Reserve Bank of New York, Annual Report, 19S7, p. 18. 

8. With the exception of St. Louis and Kansas City, both of which gained 
through Treasury transfers, but very small amounts as compared to New York. 

9. Federal Reserve Bank of New York, Annual Report, 19S7. 
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purchases in New York, the general tendency of these Reserve bank 
settlements resulted in the withdrawal of funds from the second 
district,^ thereby further increasing New York^s loss of gold through 
transit clearings. 

During the prosperity of the twenties, then, with a surplus in 
the federal budget and a decrease in the federal debt, a cumulative 
gain or loss of gold reserves by any region did not occur because of 
the regional activities of the federal Treasury. Those districts, 
whose trade and financial relationships with the rest of the world 
were such that their receipts exceeded their payments, were prevented 
from accumulating gold in the I. S. F. by a loss of Treasury balances; 
and those districts whose payments exceeded their receipts on com- 
mercial and financial account maintained their gold reserves as a 
result of Treasury spending. In brief, the activities of the Treasury 
increased the mobility of capital in the country; creditor regions 
were forced to lend; debtor districts were enabled to borrow — but 
with no provisions for a return flow in the future. 

After 1931 and until 1937, New York's position (and that of a 
number of other districts) was completely reversed: New York 
acquired gold through its transit clearing account, but lost funds via 
Treasury transfers. This reversal resulted from an increase in govern- 
ment expenditures, largely for relief purposes, and the appearance of 
a government deficit financed by the issue of bonds. The banking 
system of the coimtry formed the main market for these bonds, the 
purchases of which were made largely in New York. Meanwhile, 
government expenditures in other sections of the country increased, 
especially for public works, unemployment and agricultural relief 
and such, causing the Treasury receipts in New York to become 
greater than payments there, and thereby causing a large movement 
of government funds out of New York. 

The volume of transit clearings and Treasury transfers of the 
New York district was of much smaller magnitude during 1937, 
1938 and 1939 than in previous years; moreover, the direction of 
these clearings was reversed in each year. (See Chart, p. 398). 
In 1937 New York gained funds on government account, but lost 
funds through transit clearings. In this year, expenditures of the 
Treasury decreased somewhat and, moreover, were met to a larger 
extent out of taxes (in particular, social security taxes) than from 
borrowing. Relative expenditures of the Treasury in New York, 
therefore, increased, while relative receipts dropped, thereby necessi- 
tating a transfer of fimds to the second district. In this year, the 

1 . Federal Reserve Bank of New Yorhj Annual Report, 1927^ 
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balances of out-of-town banks in New York decreased, resulting in an 
outflow of funds through transit clearings, which reflected the need 
to strengthen their cash position on the part of banks in districts 
from which the government had transferred funds. 

In 1938 both government borrowings and expenditures increased 
(the latter mainly under agricultural, national defense and WPA 
projects). That the net movements into and out of New York were 
smaller in this year was probably due to the fact that new issues of 
government bonds were purchased more largely by other investors 
than banks, while the latter continued to invest in short-term govern- 
ment obligations.^ A smaller proportion of Treasury financing was 
thus carried on in New York and the necessity for a compensating 
movement of bankers' balances was therefore smaller. 

New York's loss of gold on government accoimt (from 1932 to 
1937, and again in 1938), however, was almost equalled by transfers 
of private fimds to the city from other parts of the country. Banks 
in other sections were able to send fimds back to New York because 
they were experiencing excess reserves. In fact, this return flow on 
transit account represented in the main deposits, by banks in other 
regions with New York correspondents, of part of their excess 
reserves.® 

The appearance of these excess reserves in the United States at 
this time is to be explained in terms of the unprecedented gold mflow 
from abroad together with a decline in demand deposits. That these 
excess reserves were distributed throughout the country, however, 
and not concentrated in one or several districts, is to be explained in 
terms of Treasury transfers. 

The gold imports entered this country through the port of 
New York, thus affecting the reserves of the second district banks 
first. In the words of the Federal Reserve Bulletin of January, 1937, 
“Improvement in agricultural conditions since 1933, and the increase 
in farm income have carried funds to agricultural regions in payment 
for their crops sold at higher prices. Likewise, industrial expansion 
in various sections of the country has resulted in a substantial shifting 
of funds to such sections. Perhaps the most important fcLctor in the 
geographic distribution of surplus funds of banks since 19SS, however, 
has been the expenditure by the Treasury of funds raised by the sale of 
government obligations to banks The fact of government expendi- 
tures in excess of receipts in other sections caused the Treasury to 

2. Federal Reserve Bulletin, September, 1939, p. 211. 

3. Federal Reserve Bank of New York, Annual Report, 1984, P* 10. 

4. P. 2 (italics added); see also Federal Reserve Bank of New York, Annml 
Report, 1934, P- 10. 
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transfer balances out of New York, thereby distributing gold through- 
out the country. 

If Treasury transfers after 1931 had not assumed this new 
direction, it is likely that the excess gold reserves would have remained 
concentrated in New York, and it is also likely that agricultural 
districts of the United States would have suffered a cumulative loss 
of their existing gold reserves. 

In general, it was the predominantly agricultural regions 
(Atlanta, St. Louis, Minneapohs, Kansas City) which lost gold 
through transit clearings, and to which Treasury funds were moved. 
The predominantly industrial regions (Cleveland, Chicago, Boston) 
lost IVeasury funds but gained through transit clearings. 

While interdistrict movements of bankers’ balances would be of 
sufficient volume to dominate transit clearings of the New York 
district, this same fact is not likely to be the case for districts other 
than New York. Since New York is the financial center of the 
country, its transit clearing balance shows the effects of the aggregate 
of banking fund movements of all other sections. Bankers’ balances 
are concentrated m New York. For other regions, the movement of 
these banking funds would represent a smaller fraction of the total 
of transit clearings. Hence, for districts other than New York, it is 
likely that the direction of transit clearings represents the direction 
of interregional trade, the excess of export receipts over import 
pa3anents or vice versa.® During the thirties, then, although part of 
the negative transit clearing balance of agricultural sections can be 
explained in terms of an outward movement of banking funds, it is 
not likely that this short-term capital movement accounts for the 
complete excess of payments. Without these short-term capital 
movements, it is probable that the transit clearing balance of agricul- 
tural sections would also have been negative but to a somewhat 
smaller extent. Under these conditions without Treasury transfers 
to agricultural regions, gold imports would not only have remained 
concentrated in New York, but also agricultural sections would have 
lost gold reserves. This implication is warranted on two counts. 

First, the receipt of gold by the United States in international 
transactions represented almost wholly a capital import. During 
the mid- and late-thirties, the current account of the nation’s balance 
of payments was relatively in balance. Beceipts exceeded pasments 
by less than $500 nullion annually, while the gold flow was in terms 

6. See, for example, P. C. Elartland, BdUmee o/ IrUerregtonal Payments o/ 
Nea England, doctoral thesis deposited in the Raddiffe College library, to be 
published shortly. 
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of billions.* Furthermore, the capital import was in the main “hot 
money” fleeing from economic and political insecurity abroad, 
thereby being short-term in motivation and appearing in large part 
as a movement of banking balances. Since, therefore, the gold 
movement was caused by a capital inflow, it resulted from transactions 
between foreign countries and financial centers of the United States, 
chief among which is New York. The fimall excess of current receipts 
over payments that did exist would have occasioned some gold move- 
ment from New York to other districts in payment for their exports, 
but in the main gold would have remained concentrated in New York. 

Second, the depression of the thirties, which caused a drastic 
decline of all prices and incomes, produced a far sharper deflation in 
agricultural industries than dsewhere. Agricultural prices fell about 
40 per cent on the average from 1929 to 1933 while prices of semi- 
finished and finished goods declined by 20 to 25 per cent during the 
same interval.'^ During the later thirties, although the percentage of 
recovery was greater in agricultural than in industrial prices, the 
level of recovery attained by the latter was the greater. Industrial 
prices, that is, more nearly reached their 1929 level than did agricul- 
tural prices, and this despite government policy directed toward 
agricultural relief. 

Treasury transfers from New York toward other sections during 
this period were a reflection of the anti-depr^on policy of borrowing 
in part to relieve agricultural distress. The expenditmes of the 
federal government in these districts contributed to the rise of farm 
prices and incomes. Treasury transfera thereby enabled these 
^stricts to maintain a certain level of consumption which otherwise 
would have been possible only at the expense of lost bank reserves. 
Especially if Treasury transfers had been continued in the pattern 
they assumed during the twenties, with an annual retirement of the 
public debt, not only would the increased gold supplies have remained 
concentrated in New York, but agricultural sections would have been 
drained of their gold reserves. During the thirties the flow of funds 
from the interior to New York on government account would not 
long have been compensated (as it was during the twenties) by a 
return flow from New York in transit clearings. The balances of 
out-of-town banks in New York, especially of banks in the agricul- 
tural sections of the south and west, would gradually have been 
withdrawn to replenish depleted cash reserves after tax periods. 
But it is not likely that these New York balances would have been 

6. U. S. in ihe World Economy, U. S. Department of Commerce, Economic 
Series No. 23. 

7. Bureau of Labor Statistics Bulletin, B-1069, p. 3. 
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rebuilt at the rate of the twenties through the normal course of trade, 
since trade was not and would not have been normal. In view of 
the extreme deflation of farm prices, their interregional payments on 
commercial account would have outrun their receipts, resulting in a 
cumulative loss of bank reserves. 

During this period Treasury funds were transferred to agricultural 
districts, not only from New York, but also from other industrial 
regions. The fact of Treasury receipts in excess of expenditures in 
these other industrial regions is probably best explained by the 
volume of government bonds bought by them, and also by the change 
in the income tax structure at this time toward greater progressive- 
ness. Since incomes in industrial areas were high in relation to those 
in agricultural sections, the former were on the average subject to a 
proportionately higher tax rate, thereby swelling further the receipts 
of the Treasury in these regions over their level of the twenties. 
The direction, therefore, of Treasury transfers reflected not only an 
anti-depression policy of borrowing, but also the movement toward 
greater equality of income. 

Thus, the agricultural sections of the United States were more 
fortunate than the agricultural countries in South America and the 
Balkans during the same period. The policies of the federal govern- 
ment implemented by the financial activities of the Treasury caused 
their reserves to be replenished, making it possible for them to main- 
tain a balance of payments equilibrium and also a certain level of 
consumption. Without such transfers, the loss of reserves to which 
they would have been subject, would have forced agricultural districts 
to undergo a severe deflation of purchasing power and incomes at a 
time when they were suffering a greater deflationary pressure than 
the rest of the country. Also, such a decrease in real income would 
have caused a migration of people from agricultural to industrial 
regions w^here real incomes were higher. 

Actually, of course, both of these equilibrating forces were at 
work. Real incomes (consumption) in agricultural sections did 
decline; during the thirties there occurred a migration of the popula- 
tion from the country to urban districts. But in addition, the injec- 
tion of purchasing power into agricultural regions by the Treasury 
prevented their falling as far as they might have fallen in terms of 
population, income and consumption. 

Further, if this decline in consumption had been allowed to 
occur, it would have affected the level of income achieved in industrial 
sections of the country. Then the declining purchases of agricultural 
from industrial sections would have caused a lower level of business 



INTERREGIONAL PAYMENTS 


407 


activity in the latter with a consequent reduction of income. Under 
these conditions, it is likely that industrial sections, experiencing at 
the same time some excess reserves, would have hoarded a substantial 
part of their income (maintaining idle balances to a larger extent 
than actually they did). Thus, the anti-deflationary spending of the 
Treasuiy in mobilizing and distributing bank reserves throughout 
the country, raised total income and consumption above what it 
would othenvise have been. 


V. Summary 

To conclude, the successful operation of the interregional gold 
standard within the United States during the period which saw the 
collapse of the gold standard internationally, seems to be best ex- 
plained in terms of factor mobility: the fact that people moved freely 
between agricultural and urban localities in this coimtry and especially 
the fact that capital was given greater mobility by the activities of 
the federal government. The mechanisms of adjustment available to 
any economic region for meeting a balance-of-payments disequilibrium 
(given fixed exchange rates) lie in an income change, a population 
change, or a capital movement. The more the adjustment is made 
via factor movements, the smaller will be the necessary adjustment 
of income. In view of the different degrees and types of industrializa- 
tion which characterize the trading regions of the world, homogeneous 
economic policies applied to all regions without discrimination are 
more likely than not to be upsetting to a balance of payments equi- 
librixim. It is interesting to note that Alfred Marshall, who, like 
Aristotle, had a word to say on almost every conceivable topic, 
described the difference between international and interregional 
trade in terms of differences in factor mobility and the fact that 
“every part of a country is called upon to contribute to the expenses 
of its central government.”® 

Penelope Hartland. 

Brown University 

8. Money, Credit, and Commerce, p. 155. 



THE COMMONWEALTH COURT OF CONCILIATION 
AND ARBITRATION: A BRIEF SURVEY 
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I. Introdtjctoby and General 

The Commonwealth Court of Conciliation and Ai’bitration of 
Australia came into the world in 1906 unwanted by an important 
and influential section of industrialists — by many employers who 
regarded its appearance as an intrusion and an impertinence, as well 
as a direct threat to their material well-being. These feelings of 
hostility or vexation did not quickly dissipate. Entrepreneurs of 
that mind boycotted or avoided the Court to the greatest extent 
practicable, endeavouring to dispose of all matters between themselves 
and their employees by private negotiation. If brought before the 
Court, they questioned its jurisdiction and attempted to obstruct or 
delay the hearing at every available opportunity. Should the decision 
be not to their liking they sought to defeat its enforcement, and 
render an award a nullity, by application to the High Court for the 
issue of a writ of prohibition, alleging that the Arbitration Court had 
exceeded its powers and was usurping jurisdiction, or that the legisla- 
tion supporting it transgressed the constitutional limitations of the 
Federal Parliament.^ Their opposition was mitigated only when it 
was evident that the Arbitration Court meditated no dark designs 
on managerial rights, and that those rights would not be modified 
apart from considerations of justice to the worker, and of the general 
weU-being. A factor in the changing view, no doubt, was the realiza- 
tion that the Court was acting on principles, the consistency in the 
application of which boded promisingly for fair and equal treatment 
for both parties in industry, a more amicable feeling in employer- 
employee relationships, and a protection for decent employers 
against the activities of less scrupulous business rivals who, otherwise 

1. It was not till the passing of legislation in 1914 that a justice of the High 
Court was enabled to give a decision on a point of law or jurisdiction before the 
conclusion of the hearing of the dispute or proceeding before the Arbitration Court. 
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paying at less than award rates, might undersell them in a competitive 
market. 

Nor was there any exhibition of pleasure from other jurisdictions 
at the arrival of an authority whose presence signified the possibility 
of profound change in the basis on which agreements between em- 
ployer and employee rested. Not that they entertained the hard and 
unnatural sentiments traditionally attributed to the elder sisters of 
Cinderella. But the older lawyers were suspicious, and inclined to 
look somewhat askance at the newcomer as the offspring of a heretical 
conception. For, all said and done, the industrial jurisdiction in 
Australia, with its impositions of terms and conditions of employment, 
does cut right across the common law notions and doctrines of con- 
tractual freedom as far as the relation of master and servant is con- 
cerned. The general public, too, was little moved by the event, 
although the new jurisdiction represented a portentous step for the 
safeguarding of the communal interest as well as the interests of those 
occupied in industrial pursuits — a recognition that peace in industry 
and the adjustment of the terms and conditions of employment are 
of supreme importance to the people as a whole, and not matters of 
mere local or private concern. 

The nearest approach to an indication of satisfaction emanated 
from the trade unions. They had been disastrously defeated in recent 
years in their contests with employers, and it was primarily for the 
protection of the workers, and the recovery of their fundamental 
rights, that the Commonwealth Conciliation and Arbitration Act 
was passed in 1904, and the Court thereby brought into existence. 
But the welcome that was accorded by the unions was, perhaps, 
lacking in warmth and enthusiasm. Union leaders were conscious of 
the true implication of compulsory arbitration in industrial disputes 
— the logical irreconcilability of authoritative regulation with direct 
action or any other method of self-redress — and they were uncertain 
and uneasy at a prospect where the strike weapon was not available. 
Nevertheless, the unions showed a desire to become organizations 
registered under the Act in order to participate in the advantages of 
control. The legal requirements were not exacting. Certain con- 
ditions are particularized in the Act and, in the regulations promul- 
gated under the Act, and on the fulfilment of these, any association 
of not less than one hundred employees in (or in connection with) an 
industry may be admitted to registration as an organization. A 
union that satisfies the prescribed conditions has every expectation 
of success in its application for registration, unless already there is 
registered another organization representative of workers in the same 
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field — another organization to which members of the applicant 
union might conveniently belong. The same considerations apply 
to any association of employee in (or in connection ^vith) any 
industry, who have in the aggregate, or any employer who has, 
throughout the six months next preceding the application for registra- 
tion, employed on an average taken per month, not less than one 
himdred employees in that industry. The conditions with which 
compliance is demanded as a pre-requisite to registration are such 
as, in general, could be met by any well-ordered body of employers 
or employees whose rules are framed in the interests of majority 
control by its members. The exercise of the power of the Registrar 
of the Court to refuse registration where there is in existence another 
registered organization, even if the conditions prescribed in the Act 
and under the regulations have been observed, is justified by the 
belief that industrial peace may be prejudiced by the presence of 
more than one organization as spokesmen for the same interests in 
an industry. 

In effect, by registration under the Act, an organization becomes 
a corporation with power, inter alia, to purchase real or personal 
property, or to take it on lease, let, sell or exchange it. It enjoys, 
in practice, a monopoly of the privilege of organizing, and representing 
before the Court, employees engaged in the occupations or industries 
covered by its constitution. To it accrues the privilege to obtain 
awards in the interests of its members, and to take action in enforce- 
ment of their rights derived from such awards. 

Registration as an organization under the Act is purely voluntary. 
It is not generally understood that there is no compulsion in law upon 
any imion or association to make application for it. And just as regis- 
tration springs from the free choice of a union or association, so a con- 
tinuance of that registration depends, in effect, upon the will of the 
organization to retain that standing. Should an organization change 
its mind and prefer to break loose from federal industrial control, its 
um;\illingness to maintain the connection will, in practice, not go long 
unrecognized. Refusal to obey the orders of the Court may result in 
the Court ordering the cancellation of its registration. Theoretically, 
such a cancellation is not necessarily in the nature of a penalty or 
sanction; it is an acceptance of the fact that the organization has 
repudiated the object and effect of registration, and desires to with- 
draw. De-registration involves the loss to the organization (and to 
its members) of title to the benefits of any award made under the Act, 
deprivation of status as a corporation under the Act and the sacrifice, 
as well, of other privileges accruing under the Act such as the right 
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to sue for and recover, in its own name, fines, fees, dues or levies 
payable to it by members under its rules. 

Orders for cancellation of registration have been few in number, 
and they have been made only with reluctance. Even when the 
order is made, the Comt is disposed to let it “lie in its registry” for 
some little time — that is, defer its operation — in the hope that, at 
the eleventh hour, the organimtion will see the foolishness and short- 
sightedness of its actions and come to a different decision. Where 
the hope does not materialize and the order takes effect, the Court 
can be confident of a change eventually in the attitude of the union 
or association. In fact in every case where registration has been 
cancelled, the union or association has soon after sought re-registra- 
tion. The latest example is the Building Workers Industrial Union 
of Australia, which, imder the Court’s order, was de-registered as an 
organization of employees as from August 27 of last year, and which 
lodged an application for re-registration on October 27. It is the 
CoTirt’s practice to accede to these requests where assurances are 
forthcoming that orders and awards will be observed in the future. 
The Court, shrewd in its experience, is aware that human aggregates 
have their bouts of insubordination and restiveness with the things 
that be. It knows that, at times, men will be persuaded that they 
are longing for “freedom,” and that they are capable of managing 
their own affairs, and fighting their own battles, without the aid of 
authority. It knows too, from the store of its wisdom, that these 
periods quickly pass when the distant fields are discovered to be not 
so green as they appeared, and the benefits and privileges of registrar 
tion are seen in another light. 

The action of the Building Workers Industrial Union of Australia 
in seeking re-registration is pregnant, perhaps, with more than usual 
significance. At present, with labor in short supply and the Govern- 
ment determined to maintain conditions of full employment, the 
services market is essentially one for sellers. There has been a com- 
plete change in the situation of earlier days; it is now the employers 
who would seem to be in need of the protection that formerly was 
sou^t by their employees. In such circumstances the practical value 
to a union of registration under the Act, and submission to legal 
regulation, might seem to have been conmderably diminished — or 
even to have disappeared. Conclusions such as these might have 
had their appeal to those responsible for the direction of the affairs 
of the Building Workers Industrial Union of Australia, and the deter- 
mination of the union to take its own course. Its reversal of policy, 
and the decision again to march with the industrial tribunals, serve 
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to emphasize that, in times favorable to employees equally with those 
suiting employers, a system of authoritative industrial regulation can 
perform its designated function. 

Indeed the volume of latent support available to the federal 
arbitration system is open to grave miscalculation. A lukewarm 
attitude towwds industrial control is, with some organizations, merely 
a cloak or a bargaining point. In their view it is not good tactics to 
allow their true feelings on industrial regulation to appear on their 
sleeves. Petulance aside, this is the explanation of much of the disgust 
that, at times, has been expressed with the content of awards, and of 
the protestations of a preference for direct action. One has but to 
recall the denouement of the Maritime Industries Bill that was intro- 
duced into Parliament in 1929 for the repeal of the Commonwealth 
Conciliation and Arbitration Act 1904-1928 (with the consequential 
abolition of the Court) and the vacation by the Commonwealth of 
its industrial jurisdiction.^ Nothing has happened to show that a 
party sponsoring such a measure will not, as in 1929, succeed in 
bringing down upon itself a political landslide, and the righteous 
indignation of an angry people of whom the most outraged will be 
counted from among trade unionists themselves. 

II. Arbitration and Conciliation 

It has been indicated that the reception accorded to the Court 
at birth was not unmixed. The duties, too, cast upon it by the 
Commonwealth Conciliation and Arbitration Act were difficult in the 
extreme. In their fulfilment its president had before him the colossal 
task of ascertaining standards appropriate to Australia, and of 
molding and consolidating them into a jurisprudence. The problems 
involved were complex and multifarious; they were social and eco- 
nomic as well as legal and constitutional in character, and their solution 
demanded at the very least a wwking knowledge of industrial tech- 
niques. With New Zealand (since the enactment of the Industrial 
Conciliation and Arbitration Act in 1894), and New South Wales 
(with the passing of the Industrial Arbitration Act in 1901), practi- 
cally the only countries with a regime of compulsory arbitration, the 
guidance to which the newly established Australian Court could look 
was limited, the more so because in those countries, there was little 
or no experience of the jurisdictional dilemmas which the division of 
an industrial power between two authorities (federal and state) can 
occasion. 

2. See the author’s Towards Industrwl Peace in, Australia (Melbourne 
University Press, 1937), pp. 55, 56. 
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The Court 'was instructed by the Act to be expeditious in the 
making of its decisions, but union officials in the role of advocates 
appeared before it largely, and their lack of a legal training proved a 
serious impediment to the conduct of a case 'wdth directness and 
conciseness. As an arbitrator the Court was probably not competent 
constitutionally to refuse to hear argument however prolonged, or 
reject evidence however protracted, provided the argument or the 
evidence were not irrelevant to the matter in dilute.® Its jurisdic- 
tion, too, was restricted to industrial disputes extending beyond the 
limits of any one state, and, in the discharge of its responsibility for 
the prevention and settlement of these disputes, the only methods 
permissible were conciliation and arbitration. It took the High 
Court many years to decide, with something approaching finality 
and only after a tremendous volume of bewildering litigation, the 
frontiers of this jurisdiction and the extent of the Court’s powers. 
However it was dononstrably established in 1910, in Whybrow’s 
Case,* that the Constitution forbade the investment of legislative 
authority in the Court so that, in spite of the prima facie liberality 
of the Act, the Court was not competent, having made an award in 
settlement of an interstate industrial dispute between the parties, to 
proceed to declare that award binding as a common nde for the 
industry within which the dispute arose.® Compulsory arbitration, 
in its true character, cormotes the bringing before the arbitrator by 
compulsion of the parties to the dispute, a hearing of them as to the 
matters in dispute, an award in determination of the disputed matters, 
and the binding of the parties by that award. The consequence of 
the decision in Whybrow’s Case meant that service of process had to 
be effected on all respondents whom it was desired to make parties 
to awards, though this might involve expense, irritation and delay in 
the obtaining of that award.® 

But that was not all that was to be understood from Whybrow’s 
Case. Its doctrine suggested that non-unionists were beyond the 

3. Compare Avstralian Raibmys Union v. Victorian Raibeays Comnismners 
and Others, 44 Commonwealth Law Reports, 1930, p. 319. 

4. 11 C. L. R., p. 311. 

5. Section 38(f) of the Act purported to confer this power. It was declared 
^dtra vires and invalid. 

6. There is a commerce power available to the legfslatiire under the Con- 
stitution the same, in substance, as that in the Constitution of the United States, 
with the method of exercise not limited to concBiation and arbitration. Australian 
courts, however, have not followed American courts in attaching to this power 
a broad interpretation. The regulation of industry at the hands of Australian 
federal tribunals rests strongly upon the exercise of the constitutional industrial 
power. 
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reach of the Court, so that an employer could not be bound to pay 
them at award rates, or to observe, with respect to them, the con- 
ditions of employment prescribed by awards. A liberty in employers 
to enter into contracts of employment with non-unionists at variance 
with the provisions of awards could operate to the prejudice of 
members of trade unions, to the extent that there was an inducement 
to pass them over in favor of non-unionists in the filling of jobs. 
The ruling in the Metal Trades Employers Case (1935), however, 
upheld the argument that an award could be made to cover, or affect, 
the employment of non-unionists by an employer who is in dispute 
with the employee organization, if the matter of applying the proposed 
award to these non-unionists be an issue in the dispute.^ The non- 
unionists could not be themselves bound by the award, because not 
party to the dispute; as a consequence, they had neither rights nor 
obligations under it, so that if there were a breach or non-observance 
of the award by employers to their detriment, they would be depend- 
ent upon the union to proceed in enforcement. 

Experience was to show that the function of conciliation had its 
limitations m the Court’s practice. Usually, any concessions to be 
made where industrial trouble has broken out must come from 
employers, employees having little to give. With no compensatory 
advantages in return except, perhaps, a settlement of the dispute, 
employers became loth to make offers at conciliation conferences. 
They came to know that a failure of conciliation would be followed 
by an arbitral proceeding, and they now prefer generally to await its 
outcome, despite the hazards, in the hope that the award in adjudica- 
tion of the dispute will not require, from them, all that they might 
otherwise (i.e., by direct action) be forced to allow. The maximum 
benefits of the conciliative procedure are not to be extracted where 
it is intimately associated, as under the Australian legislation, with 
that of compulsory arbitration. 

III. The Extension of the Coubt’s Infliibncb 

In its earlier years three High Court decisions contributed 
substantially to the clarification of the Court’s jurisdiction and the 
effectiveness of its work. It was held, in the Builders’ Laborers Case 
(1914), that an industrial dispute extends beyond the limits of any 
one State if, at a particular time, the dispute exists in the territory 
of more than one State.® According to the view of those justices who 

7. 54C. L. E., p. 387. 

8. 18 C. L. E., p. 224. 
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originally comprised the High Court, the jurisdiction of the Arbitra- 
tion Court was, in effect, confined to industries in which there was 
interstate competition. Had this conception of the Court’s jurisdic- 
tion not been rejected, the Court would have been precluded from 
regulating the terms and conditions of employment in important 
industries such as the building trades, municipal enterprises and 
tramway undertakings. In the Engineers Case (1920),® the Stale 
Railways Case (1906)i was overruled, the Court deciding that an 
industrial instrumentality of a state could be made party to a federal 
award in settlement of an interstate industrial dispute in which it 
was involved, and bound as to the terms and conditions on which its 
employees worked.® The decision in the Engineers Case was of 
increasing practical significance because of the tendency of the states 
to extend their operations in the field of private enterprise, or expand 
their activities into areas not strictly “regal.” In Cowhurn’s Case 
(1926) the Court, called upon to interpret section 109 of the constitu- 
tion, held that, contemporaneously with an award made by the 
Arbitration Court in settlement of a matter in dilute — whether 
positively by allowing the claim, or negatively by refusing it partly 
or in toto — any state law, award or determination dealing with the 
same matter could not operate.® A field once entered by the federal 
industrial tribunal was deemed occupied by it, and fully closed to 
the effects of state industrial decisions, as long as the federal award 
remained unterminated. This decision, together with the desire of 
Commonwealth and state industrial tribunals for co-operation and 
comity, went far to remove the embarrassments and inconveniences 
that Wd sprung from the overlapping and duplication of Common- 
wealth and state awards. The situation, in this respect, was further 
relieved by legislation in the states of New South Wales and Victoria 
providing that the basic wages under awards or determinations of 
those states — the most populous and the most highly industrialized 
in the Commonwealth — should be coincident with the Federal 

9. 28 C. L. R., p. 129. 

1. 4 0. L. R., p. 488. 

2. In the State Railway Semmts Case the High Court was strongly infuenced 
by American decisions — notably McCvUodt v. The State of Maryland (4 Wheat., 
p. 316) and The Collector v. Day (11 Wall., p. 113). In the Engineers Case the 
doctrine of the immunity of State industrial instrumentalities, enunciated by 
Chief Justice Marshall in McCvttoch v. The State o/ Maryland, was discarded as 
inapplicable to the interpretation of the Australian Constitution. 

3. 37 C. L. R., p. 466. Section 109 provides that where there is an incon- 
sistency between the law of a state and a law of the Commonwealth, the latter 
shall prevail. 
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Court’s basic wage; indeed, the Victorian legidation instructed wages 
boards to incorporate other provisions of federal awards as well in 
their determinations, as far as permisdble under their powers. 

Amendments to federal legislation in 1926, which provided a life 
tenure for judges, enabled the Court to exercise the judicial power 
that Parliament had previously, in vain, attempted to confer upon it. 
The constitution provides that the federal judicial power is exercise- 
able only by those appointed for life, and for that reason the High 
Court had held in Alexander’s Case (1918) that, in spite of what the 
legislation had to say, the Court had not been invested with any such 
authority.* The president and deputy presidents of the Court had 
not been appointed for life. After 1926, however, constitutional 
objection could no longer be taken to the exercise by the Court of 
the power to impose penalties, and interpret awards, provided for in 
the Act — a power of considerable practical convenience in the 
operation of any scheme of industrial regulation.® 

Fortified by the liberality of High Court decisions, strengthened 
by amendments of the Act aimed at an improvement in the regulative 
machinery, its influence extended by the accommodating provisions 
of state legislation, and fortunate in the judges who directed its 
destinies, the Federal Court developed into the outstanding industrial 
tribunal of the country. It had become organic in Australian social 
and industrial life — part of the order of things in Australia. If 
secondary as well as direct permeations are taken into account, there 
could be no doubt that the Court had become the most determinative 
influence in the working lives of the great majority of Australian 
employees. 

IV. The Geowth op the Court’s Prestige 

It is generally admitted that, by and large, the Court handled, 
with skill, the situations and problems with which it was confronted 
during the First World War. These arose principally out of the fall 
in the workers’ standards of living attributable primarily to currency 
inflation. The Court, too, emerged from the ordeal and the testing 
fires of the years of very severe depression (1929-1933) with a prestige 
and a reputation in many respects enhanced, albeit its wage-fixing 
policy in the crisis was in the light of subsequent events shown to 
have been probably mistaken. Generalizing, it can be said that the 

4. 26 C. L. R., p. 434. 

6. See the author’s Industrial Regvlaiion in AustraUa (Melbourne University 
Press, 1947), pp. 54, 65. 
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Court, by its work over the period from its mception to the outbreak 
of war in 1939, had established itself strongly in the public confidence 
and captured its imagination. There was an appreciation of the part 
that it played as a custodian of the communal well-being, and as an 
organ of distributive justice among industrialists. Wldle no one 
could claim that it had fulfilled all the h(^es centred in it by some 
of the early federal parliamentarians, and while there were occasional, 
almost inexplicable failures at its hand, the Court’s reactions to new 
ideas, and the tremendous influence that it exerted on the national 
economic life, were recognized as, on the whole, m the direction of a 
general and very considerable betterment. Through its agency the 
workers had, in the main, been protected against exploitation; 
living standards had been raised without demonstrable injury to 
employment; industrial stoppages reduced in number and industrial 
warfare mitigated; the expansion of secondary industry encouraged 
and assisted; a more equitable basis of remimeration established 
between the various occupations and industries by way of wages to 
the employee and profits to the employer; a powerful stimulus applied 
to collective bargaining through registered organizations and an 
important contribution made to the institution of a balanced and 
stable national economy. It would have been futile to assert that 
Australia had not gamed from her experience of compulsory 
conciliation and arbitration. 

Criticism ^rang chiefly from the unions. In so far as this 
criticism was addressed to techniques, much of it undoubtedly was 
soundly based — thus the relative insufiSciency of the part played 
by conciliation in the settlement of industrial disputes, the necessity 
of investing the Court with “cognizance” of a dispute as a condition 
to the exercise of its arbitral power,® the necessary delays in the actual 
hearing of cases and the length of the hearings. In so far as it was 
directed to the decisions of the Court, it was, however, often ill- 
conceived and emotional. At times it travelled beyond the concession 
that is allowable to irrationalism and impatience; for example, some 
union leaders alleged that the Court had preconceived notions on 
the desirability of a forty hours standard working we^, r^dering 
it a matter of little hope to submit the question for arbitration. 

6. Four channels were specified by the Act through which “cognizafice” 
could be obtained. Usually it was given by the following formal steps — service 
of a log of claims on the other party to the dispute, refusal of the log, tlm holding 
of a compulsory conference before a judge or a conciliation commissioner, the 
failure to reach agreement at the conference, and the reference of the dispute by 
the judge or commissidner into court. 
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V. The Second Woeu) War 

The world catastrophe of 1939 brought with it, for the Court, a 
responsibility that probably could not, in the circumstances, have 
been discharged with satirfaction by any industrial tribunal. By 
virtue of certain legal dispositions its powers were certainly reinforced 
on the whole for the occasion, and other authorities were introduced 
to take some of the responsibility from its shoulders. Under the 
National Security (Industrial Peace) Eegulations, the support for 
which lay in the exercise of the legislative defense power permitted 
by the constitution to the federal Parliament, the Court was invested 
with the common rule power held to have been unavailable to it under 
the industrial power.^ By the same regulations it was enabled to 
3make awards in settlement of intra-state industrial disputes. Juris- 
diction to make an award could also be conferred upon it under 
these regulations by the Minister of Labor and National Service 
wh«a any industrial matter had led, or was likely to lead, to industrial 
unrest, notwithstanding that an industrial dispute affecting the 
matter did not exist. As a matter of fact much important business 
that engaged the attention of the Court during the war years was 
derived from ministerial reference. And then, under other regulations 
issued in pursuance of the National Security Act, or by virtue of 
legislation in direct exercise of the constitutional defense power, 
administrative authorities were appointed to assist in the task of 
industrial regulation — thus the two successive Women’s Employ- 
ment Boards, the Stevedoring Industry Commission, the Maritime 
Industry Commission, and the special authorities established in 
relation to the coal mining industry. The Women’s Emplojrment 
Boards were created partly in pursuance of the war-time policy of 
maximum production, in an attempt to remove complaints against 
delays in the hearing of claims of women workers, large numbers of 
whom had been imported into industry to cope with existing labor 
shortages. Their jurisdiction extended to de&ed classes of female 
workers, notably those taking the place of male workers required for 
service in the country’s defence. 'The constitutional justification for 
them was alleged to be the need, as incidental to the defense power, 
of securing the return to their avocations after the war of men serving 
in the forces. The Stevedormg Industry Conimission was invested 
with jurisdiction as to the waterfront, in the hope that, with an 
administrative authority devoting its whole time to the demands of 

7. The High Court allowed a very broad inteipietation to be applied to 
the defense power in the emergency conditions rmsed by the war. 
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the workers in that area, there would be a quicker “turn round” of 
the ships, so vital to the prosecution of the war. Conditions in which 
seargoing employees operated (the traffic in danger zones, etc.) were 
seen to have changed from those in which their duties were performed 
in normal times, and it was believed that workers would become more 
contented, and efficient, with the presence of an administrative 
authority (the Maritime Industry Commisaon) that could apply, 
forthwith, principles conforming with the new circumstances. The 
coal mining authorities were established in a new attempt to terminate 
the old feuds between colliery proprietors and their employees, and 
to augment the output of a commoffity upon which, no less than upon 
the labor supply, the measure and tempo of the Australian war effort 
depended. 

The relief that these emergency “defense” authorities brought 
to the Court was, however, by no means unqualified, in that the 
delimitations of the new jurisdictions were not always clear, the 
authorities worked independently of the Court, and, of their own 
choice or by the terms xmder which they were appointed, they applied 
principles that, after allowing for difference of circumstances, were 
not always identifiable with those followed by the Court. Much 
discontent was caused when workers governed by Court awards 
observed that, without apparent justification, more favorable terms 
and conditions of employment were granted to others for services 
recognized as similar to, or comparable with, those that they them- 
selves were performing.® 

Still other regulations under the National Security Act withdrew 
from the Court its competence, in important respects, to move wage 
rates and alter conditions of employment. Such regulations were 
those pegging wage rates unless an anomaly or change of circumstance 
could be shown to exist (in the interest of the national policy of all- 
rotmd stability), fixing the maximum hours to be worked (in the 
interest of the workers’ health, and to reduce absenteeism in the 
factories), providing for dilution of labor in industry (to help solve 
the problem of a scarcity in skilled workers), and those curbing the 
ri^t of employers to dismiss employees and of employees to leave 
their employment (to economize in labor, and to apply it to the 
best uses). 

In the new industrial conditions caused by the war, the pressure 

8. For a further descriptioii of these emergency bodies, see the author’s 
Sohnng Labour Problem in Australia (Melbourne University Press, 1941), pp. 153 
et seq., and his Wartime Ldbow Devdopments in AusbraMa (Mdboume Univerrity 
Press, 1943), ch. V. 
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lay overwlieliningly on labor, whose services were required insatiably 
by both the combatant forces and the factories. With the strain 
upon labor so intense, more than ordinary tact and diplomacy, as 
well as wisdom and strength, were needed in the efficient discharge of 
the Court’s function. Mistakes the Court did make — and serious 
and substantial ones at that. The policy of uniformity and consistency 
that had served it so well in the past in the making of awards — the 
only policy with any prospect of success for an arbitral tribunal to 
embrace — was too often departed from, and surrendered, at the 
dictates of opportunism. But there was ever present, of course, the 
paramount consideration of the need for victory over the enemy — 
for which even the price of industrial appeasement would have to be 
paid, if necessary. 

VI. The Pos-p-Wab Development 

Labor was in charge of the administration at the close of the 
war with full political opportunity, within the constitutional frame- 
work, to reshape the Commonwealth industrial regulative machinery 
according to its own ideas, and in the light of experience. There was 
a strong feeling among the workers for a continuation of the excep- 
tional treatment of the waterside, sea-going and coalmmingindustiies. 
Consequently, in disregard of the dangers inherent in an arrangement 
that breaks down the principle of a single unified control throughout 
all industry, it decided for a policy of special authorities for the 
regulation of these industries in normal times. Legislation enacted 
in 1946 purporting to be under the ordinary constitutional power has 
partly effected this purpose in the coal mining industry, and, in 1947, 
fully as regards the waterfront, while, with respect to the sea-going 
occupations, a measure will probably be not long delayed.® The 
constitutional validity of such legislation, however, is still open to 
attack in the High Court. 

To cover the generality of workers, an amending Conciliation 
and Arbitration Act was passed in 1947, aimed mainly at removing 
long-standing criticisms by the unions, some of which have been 
alluded to in this article. Under it, the requirement of “cognizance” 
as a pre-requisite to the exercise of jurisdiction was abrogated. 
Provision was made for the establishment of a research bureau, 
the results of whose investigations should, by reducing the quantum 
of evidence that otherwise might be submitted by the parties, sub- 

9. The second of the Women’s Bmployment Boards had been disbanded 
in 1949. 
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stantially shorten the time needed for hearings.* To reduce delays 
in the beginnings of hearings and to allow of a greater prominence 
for the method of conciliation, reliance was placed on an increase in 
the number of “conciliation commissioners” and the establishment 
of a new relationship between these commissioners and the Court. 
A commissioner was enjoined, should it appear to hitn that an indus- 
trial dispute had occurred, or was likely to occur, to ascertain immedi- 
ately the parties to the dispute, and the matters that were in issue. 
He was bound then to take such steps, by way of conciliation or 
arbitration, as he deemed proper for the prompt prevention or settle- 
ment of the dispute. The same obligations rested on him should he 
become aware of an industrial situation likely to cause an industrial 
dispute, or if there were reported to him an industrial dispute (actual 
or threatened), or an industrial situation calculated to lead to an 
industrial dispute. In proceedings before the commissioners no party 
was to be represented by counsel, solicitor or paid agent; as regards 
the Court, if the proceeding were industrial, counsel, solicitor or paid 
agent required the leave of the Court and the consent of all parties 
as a condition to appearance, but if the proceeding were judicial, 
counsel or solicitor could appear as of right. The administration 
believed that the achievement of the best interests of the workers, 
and the smooth operation of the industrial regulative system depended 
primarily on the changes effected under the Act, rdative to the powers 
and jurisdiction of the Court and the office of conciliation commis- 
sioner respectively. 

The office of conciliation commissioner, dating from legislation 
of the later ’twenties, was of comparatively minor significance until 
the year 1940. Not more than three commissioners could hold office 
simultaneously, but the National Security (Industrial Peace) Kegula- 
tions, issued in 1940, permitted the appointment of an unspecified 
number. The office grew in usefulness during the war, although 
continuing purely as a subordinate and an auxiliary to the function 
of the Court — an attachment to it. The practice was for a judge 
to depute a commisaoner to mquire into a dispute, actual or threat- 
ened, and on his report being received, to decide whether himself to 
adjudicate or to instruct the commissioner to settle the trouble by 
conciliation or arbitration. Under the Act of 1947, however, the 

1. The functions of the bureau are specified by the Isolation as (a) to 
collect and compile, in accordance with the directions of the Chief Judge of the 
Court, information which may be of assistance to the Court and to conciliation 
commissioners in the exercise of their powers and functions under the Act; (b) to 
keep information so collected and compiled up to date: and (c) to carry out 
research in respect of such matters as the Chief Judge indicates. 
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office was completely reorganized and elevated to a footing that 
renders it essentially independent, in its operation, of the Court, and 
in possession of a goodly portion of the jurisdiction that once belonged 
to the Court. For the Court was deprived of arbitral jurisdiction in 
all matters except the alteration of — (a) the standard hours of work 
in an industry: (b) the basic wage or the principles upon which it is 
computed; (c) the period which shall be granted as annual leave 
without pay; and (d) the miniimim rate of remuneration for adult 
females in an industry These issues are reserved to the exclusive 
jurisdiction of the Court. They were singled out by the legislature 
as matters in regard to which, by reason of their complexity and 
overriding importance, there should be general uniformity throughout 
industry. Apart from these issues and the regulative powers of the 
special authorities, conciliation commissioners (at the moment fifteen 
in number) have sole conciliative and arbitral power over practically 
all industrial matters within the Commonwealth jurisdiction. No 
qualifications are stated in the Act for appointment to the post of 
conciliation commissioner, as in the case of the Court (where a legal 
attainment is required), and their number is legally capable of 
indefinite increase. 

It is the right of the Chief Judge to assign a conciliation 
commissioner to a particular industry or group of industries, or to 
a particular industrial dispute. This right has been exercised, and 
each commissioner allocated to a specified industry or a group of 
industries. Had the Chief Judge not made the nominations it would 
have devolved upon the Chief Conciliation Commissioner, as a duty, 
to organize and distribute the work of all his colleagues. There is no 
requirement of a legal nature on the commissioners to collaborate in 
their conciliative or arbitral efforts in the prevention and settlement 
of industrial disputes; no compulsion of any kind can be applied to 
ensure a uniformity in their procedure, methods or standards. The 
discretion of a conciliation commissioner is practically unfettered. 

The duties of the Court, and of the commissioners, are intended 
to be mutually exclusive and carefully delimited. Certainly, under 
the Act, an obligation is cast upon the Chief Judge to summon a 
conference of the commissioners, not less frequently than once in 
every four months, for the purpose of discussing matters relating to 
the operation of the Act and, in particular, means to ensure expedition 

2. Further legislation (in 1948) enabled the Court to determine, as well as 
alter, the minimum rate of remuneration for adult females in an industry. It 
happened that while standards covering (a), (b) and (c) had been fixed by the 
Court, there was no corresponding prescription for (d). 
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in the settlement of industrial disputes. But no binding direction 
can be given by him, and a commissioner is at liberty to accept or 
reject any advice that is offered. A commissioner’s independence of 
the Court is qualified only to the extent to which he elects to exercise 
his right, under the amending Act, to submit certain questions of law 
or of jurisdiction for its ruling. In that event he is compelled to 
frame his award in conformity with the ruling, or, if the award be 
framed before the ruling has been made, to modify the award accord- 
ingly. No compulsion is laid on him to seek this ruling: he is free 
himself to decide any law points arising in a matter being dealt with 
by bim even though, because of the ban on the appearance of counsel, 
solicitor or paid agent before him, ducidatory assistance is not avail- 
able. As a matter of fact, three only of the commissioners now 
officiating in relation to the general body of industry are legally 
qualified men. In no circumstance does an appeal lie from a com- 
missioner to the Court — there is no provision of any kind for super- 
vision of his operations or revision of his work. The old inferiority 
of status has been removed. The connnissioners are no longer short- 
term office-holders; the five-year tenure under the pre-1947 Act is 
changed to appointment until the age of sixty-five is attained. 

A main feature of the legislation of 1947 was, in short, the 
conversion of the conciliation commissioners into a distinct part of 
the Commonwealth arbitral machinery in dissociation from the 
Court. Conferences and hearings before a commissioner are not 
proceedings of the Court. His decisions are something apart from a 
judgment of the Court. For those decisions and for the work of the 
commissioners generally, no responsibility of any kind resides in the 
Court. The Court is without power to exercise, in a direct manner, 
a co-ordinating influence upon their work and decisions. It was 
visualized by the legislators that the commissioners would discharge 
their functions and duties, and exercise their powers, within a scheme 
and method completely differentiated from the operations of the 
Court. And, even apart from the Court, there is no co-ordinating 
influence imposed upon them. 

The Court’s judicial power was not diminished by the alterations 
effected in 1947; in fact, its purely legal authority was added to. 
But, whereas under the old law a judge, except as to alterations m 
standard hours and in the basic wage (or the principles on which it 
was computed), ^excised all the powers of the Court (both arbitral 
and judicial), now, only with respect to a prescribed matter of practice 
or procedure is he, sitting alone, competent to Zeroise the jurisdiction 
of the Court. As regards all other matters, the jurisdiction of the 
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Coiirt is exercisable only when it is constituted of not less than three 
of its judges. This is in contrast, it will be observed, with the pro- 
vision permitting the powers and functions allowable to the com- 
missioners to be exercised by a single commissioner, and it certainly 
runs counter to the accepted notions of what should be entrusted to 
a single judge. No judicial power is reposed in the commissioners. 
Parliament would have been compelled to admit them to a life 
appointmait if it had desired that they should exercise this power.® 

VII. The Rbpoet of Chief Judge Dkake-Bbockman 

It would be a mistake to assess the changes of 1947 as representing 
the last word on the subject of authoritative industrial control in 
Australia. On the contrary, it seems clear that some of these amend- 
ments were misconceived, and will have to be revoked or modified. 
There is reason to believe that, although many proceedings dealt 
with by conciliation commissioners have been “speeded up,” those 
before the Court have been impeded by the statutory insistence on 
the presence of at least three judges in the hearing of practically all 
matters within its jurisdiction. Formal arbitration, too, has not been 
relegated to the distant backgroimd visualized by the legislators of 
1947 — it is not reasonable to expect this development as long as the 
sequential connection with conciliation remains unqualified. In the 
first of the armual reports submitted by the Chief Judge in con- 
formity with his obligation under the Act, interesting comment is 
directed inter alia to the lack of imiformity in the activities of the 
commissioners (described as “disturbing”), to the effects of the 
enforced absence of legally qualified men and other skilled persons 
from proceedings before the commissioners, to the condition of 
employer-employee relationships in industry and the matter of 
observance of awards, and to the results of the vesting of the Court’s 
jurisdiction, for all intents and purposes, in more than one judge.* 

Beferring to the failure of the commissioners to achieve a measure 
of uniformity in the approach to their problems, the Chief Judge says 
that some of them “appear to be more iifluenced with the desirability 
of preserving a continuity of principles long establidied and found to 
be just and equitable than others upon whom the previous decisions 
of the arbitration authority have exerted less influence.” He adds: 
“It may be necessa^, and indeed it has been ui^ed by coTioilia.t.inT> 
commissioners in confermce, that a measure of co-ordination, to be 

3. See AUxcmd&^s Case, vbi supra. 

4. The report covers approximately the first year of the operation of the 
Act as amended in 1947. 
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provided by some form of appeal, at least in matters of general 
importance, should be included in the proviaons of the Act.® There 
is as great a practical necessity for uniformity in such matters as, for 
instance, the principles upon which mai-ginal rates, shift-work rates, 
overtime and special-time rates, the spread of hours of work and 
many other conditions of emplosonent, should be determined, as 
there is in such matters as those mentioned in section 25.® There 
have been instances where a commissioner has taken an individualistic 
line in respect of such matters with the consequent risk of dissatis- 
faction and dispute in other industries than tWt with which he has 
bem dealing. Certainly a measure of co-ordination in respect of all 
matters of principle should be achieved; but this appears to be im- 
possible unless there be established some co-ordinating authority. 
I cannot emphasize too strongly the desirability of effecting an 
authoritative co-ordination. Within co-ordinated principles the 
discretion of the arbitrator can be maintained.” 

The Chief Judge concedes that the commissioners “appear 
generally to have brou^t to their tads a desire to ejcpedite the 
bringing on of matters properly within their assignments, to hear 
the parties promptly and be as prompt in issuing directions and 
giving their decisions after the hearing.” But, he says, where an 
arbitral hearing and determination have eventuated in consequence 
of a failure of the conciliative process, “necessarily very much the 
same tune has been taken as would have elapsed m like proceedinp 
before the Court as previously constituted” (i.e., of one judge). It is 
in this regard that the remarks of the Chief Judge, anent the ban on 
the appearance before conciliation commissioners of members of the 
legal profession and paid agents of ^cial skill in industrial matters, 
are made. Their exclusion, he believes, has increased a commissioner’s 
difficulty in his “not inconsiderable task of ascertaining the facts and 
obtaining the information he must have.” He continues: “Some 
commissioners have by one subterfuge or another endeavoured to 
evade this prohibition in the Act. It seems to me that commissioners 
generally would welcome the right to allow parties to industrial 
disputes to be represented by skilled, experienced and qualified 

5. The Act, before the amendment of 1947, provided for an appeal to the 
Court, constituted of the Chief Judge and not less than two other judges, against 
any provision in the order or award of a conciliation commis^ner affecting 
wages, hours, or any other condition of employment which, in the opinion of 
the Court, was likely to affect the public interest. 

6. Xlus is the section enumerating the four matters deemed of major impor- 
tance and retained to the conciliative and arbitral jurisdiction of the Court. 
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representatives including solicitors or counsel. I would also say that 
a large number of organizations would . . . The generally held view 
of comlnissioners is that these provisions deprive them of the skilled 
assistance to which they should be entitled and which they most 
urgently need. I am of the same opinion. I feel also that the general 
effect is that the smaller unions of employees and employers are the 
more seriously disadvantaged ... It is thought that much good would 
come from the point of view both of expedition and satisfaction if 
power were given both to the commissioners and to the Court to 
allow representation by skilled and qualified representatives, whether 
so called industrial advocates or solicitors or counsel. Experience 
has shown that the function of conciliation is more frequently aided 
than impeded by the presence at the conciliation table of such 
representatives.^ 

The Chief Judge confessed his inability to comment on the 
extent to which, if at all, greater good will in industry has been 
promoted as the result of the arrangement introduced in 1947. Nor, 
he adds, does he possess evidence as to any alteration in the maimer 
in which the operation of awards has been encouraged. But he does 
say: “The power to enforce awards and orders against employees still 
remains ineffectual. There have been too many instances of the 
refusal to accept the deteiminations of conciliation commissioners 
made in settlement of claims.” 

The Chief Judge is unhesitatingly critical of the provision 
requiring the jurisdiction of the Court to be exercised by a bench of 
not less than three judges, irrespective of the importance of the 
case to be heard. In his opinion it does not make for expedition. 
He thinks it “perhaps desirable” that the Court, ia sitting as an 
appellate tribunal, should be consituted of at least three judges, but 
in cases that depend on the hearing of evidence, and the determination 
of facts, he believes that a multiple tribunal is “generally speaking 
inappropriate and involves delay.” Jurisdiction ia rdation to pros- 
ecutions under the Act, or to applications for penalties for breaches 
of the Act or of awards, or to interpretation of awards should, he 
considers, be invested in a single judge with a competence in bim to 
co-opt his colleagues to sit with him, should such a step appear to 
him desirable. 

7.. The smeller organizations cannot afford to employ a person occupied 
solely on industrial advocacw, and, in any case, they do not have enough work to 
enable an officer to acquire a sufficiency of knowledge and experience in that 
direction. 
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VIII. Concluding Remakes 

The main criticism of the legislation of 1947 should be directed 
to the dualism that it introduced into the exercise of the Common- 
wealth general industrial authority. The demarcation of the respective 
provinces of Court and commissioners provided for is irrational. Why, 
for example, should the subject of annual leave be permitted to 
remain with the Court, while the similar matter of sick leave (a 
matter common to industry) is withdrawn from it? If standard 
hours are to be fixed by the Court, why should not the manner of 
their distribution over the week be a consideration for it as well? 
The quantum of the basic wage (assessed by the Court as the highest 
that industry can support) has a direct relation to the amounts paid 
out in the form of all other wages, because it is conditioned by those 
amounts (e.g., extra for afternoon, night and special shifts, margins 
for skill or responsibility, rates for juniors); how can the treatments 
be adequate, the fixations sound, and the relative wage structure 
throughout industry be preserved, unless the whole range of wages 
is within the one control? Far too much responsibility is cast upon 
those from whom no qualifications of any land are legally demanded. 
The integral objection, however, goes to the fad of the unqualified 
dualism — the absence of provision for organic coimection at any 
stage in the division of jurisdiction between the paralld authorities, 
both as regards the Court and the commissioners vis-a-vis, and with 
respect to the commissioners inter se. The legidators paid insuflficient 
heed to the warning of Australian experience — the necessity for 
consistency in labor decisions and the need for ensuring that this is, 
to the greatest practical extent, rendered possible. The disregard is 
the more noteworthy because of the dissatisfactions and unsettlement 
caused by the Court’s lapses in the war days, and by the conflicts 
between its decisions and those of the special authorities. No mention 
was made by the legislature, as a justification for emasculating the 
Court’s arbitral jurisdiction, of the failures of the Court to observe a 
criterion that had been its mainstay in other years. 

The labor situation in Australia at present is most unsatisfactory. 
The workers are discontented, the unions aggressive, employers 
resentful, awards and orders of conciliation commissioners and the 
special authorities often defied, while stoppages in the factories are 
frequent. There has been a decline in the respect that previously 
was extended to the industrial law, and in mutual good feeling in 
employer-employee relationships. Inter-union strife has intensified 
and the severity of union demarcation disputes has increased. A result 
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is an air of confusion and an absence of stability in industry. In 
apportioning the blame for this condition political and ideological 
factors should not be overlooked, but to the condition the cleavage 
in the industrial authority and the imperfections in the industrial 
code are contributing in a substantial measuie. The conclusion is 
inescapable that no future is possible for a scheme of things that 
does not provide for adequate co-ordination and coherence of opera- 
tion, and the ensuring of a body of decisions capable of satisfying 
the tests of uniformity and comparability. A return should be made 
to the principle of one corporate authority fixed with a responsibility 
for the maintenance of industrial peace. Little criticism is apparent 
in an arrangement by which, within that responsibility, each judge 
is made responsible for the conduct of specified industries; Australian 
experience has shown that, by that device, an arbitrator becomes 
familiar or intimate with the personnel, problems and teclmique of 
particular industries. Working under the direction of the judges, and 
always in a supporting and subsidiary capacity, there could be con- 
ciliation commissioners, of a required number, much the same as 
previously w^as the case. There should be no compromise with the 
principle of imity of ordered administration. 

The ship of federal industrial regulation has slipped her moorings 
and is adrift. There must be found for her a safe anchorage before 
irretrievable self-injury is sustained, and more serious damage 
inflicted upon industry. The anchorage need not — in fact, clearly 
should not — be fully identical with that occupied before the 
demarche of 1947. No one will quarrel with most of the objects 
of the legislation of that year. Admittedly it was desirable that 
cumbersome technical prelmiinaries should be eliminated as much 
as possible in the interests of a more direct and speedy intervention 
in industrial disputes. Admittedly the machineiy of industrial 
regulation was overburdened with legalism, fomoal procedures and 
other artificial hindrances to expedition. Undeniably there was 
room for a greater emphasizing of conciliation techniques in the 
scheme of industrial control. But all reasonable reforms and desider- 
ata in these directions are attainable within the framework of a 
unified system, without the failures that are inevitable when con- 
siderations of consistency are departed from. 

Ultimately, however, it must be recognized that no system of 
industrial regulation introduced by the Parliament of the Common- 
wealth can evade, ot make light of, the limitations imposed upon the 
legislative authority of that Parliament by the constitution. Nearly 
all the charges of legalism that have been levelled against the Court 
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are based upon a failure to appreciate this cardinal fact: that a 
federal system of government is by nature and inevitably a legalistic 
system. Its instrumentalities can never escape the bounds imposed 
upon them by the constitutional limitations. It is both unreasonable 
and unjust to blame them for recognizing their unavoidable short- 
comings and their inherent weaknesses. 

Orwell de R. Foenander. 
The University op Melbourne, Australia 



INVESTMENT REPERCUSSIONS: A COMMENT 


In a recent article in this Joumaly^ Dr. Lachmann discusses the 
phenomenon of investment in new capital resources making existing 
capital more productive. This implies that an entrepreneur making 
such an investment would maximize his profits by acquiring existing 
assets at their previous value, and himself enjoy the increase in their 
value. And he suggests that in Keynesian theory there is no place 
for capital complementarity. Yet there is surely no need for a special 
place for complementarity of this kind. As long as the entrepreneur 
has an opportunity of acquiring the existing capital goods at their 
previous price, he will clearly do so in maximizing profits, yet the 
increase in their productivity can be directly imputed to the new 
investment — that is, the increase in their productivity would indeed 
be regarded as part of the marginal eflBlciency of the new investment. 
The entrepreneur, then, would stop investing in the new resources 
only at the point where the increase in yield from the old investment, 
plus the yield of the new investment, was equal to the rate at which 
he could borrow. Yet there would still be the opportunity, in many 
cases, of expanding the quantity of capital resources of the old type, 
since the marginal productivity of these resources will have increased, 
even though the increase of capital value of the existing resources of 
this type were imputed to the new investment. If, then, the entre- 
preneur does indeed have the opportunity of acquiring existing assets, 
which are complementary to his new investment, at their old price, 
there will be no problem of a special nature — maximization of 
profits will ensure that investment continues beyond the range of 
significant complementarity. The entrepreneur will stop investing 
when the marginal efficiency of investment is once again falling. 

The only reason, then, why complementarity should involve a 
special problem, woidd be when the entrepreneur cannot acquire, at 
their old price, existing assets. When he cannot prevent other people 
from enjoying increases m mcome imputable to his investment, he 
will stop investing before the marginal efficiency to the co mmuni ty 
of this mvestment is equated to the margmal cost. It is this type of 
investment which has no place in the Keynesian system — nor, 
surely, m any other general system. The division between the types 
of complementarity, being in terms of the entrepreneur's opportuni- 

1. L. M. Lachmanii, “Investment Repercussions,” this Journal* November 

1948. 
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ties of acquiring existing capital assets at their previous prices, the 
question arises as to why sometimes he cannot do so. In some cases 
he may be unable to acquire them because the gain is spread thinly 
over a large number of resources, and the supply curve of credit 
facing him may not be elastic. But the more important reason would 
surely be that the owners of the existing capital goods may anticipate 
and expect his investment, and would, therefore, only sell these goods 
at a price higher than the value in their previous uses. As soon as 
the owners of these existing resources expect complementary invest- 
ment, they will be able to enjoy some of the external economies. 
So a Theory of Investment Eepercussions, which Dr. Lachmann 
suggests is necessary, would involve assumptions as to the acuteness 
of holders of capital resources in expecting investment in other kinds 
of resources which happen to be complementary to their own. Of 
course, if there is an obvious case of this kind, then they will them- 
selves invest in this new line of investment, in order to maximize 
their profits, unless they also are facing inelastic supply curves of 
credit. But in any case, it is surely improbable that this complemen- 
tary investment could be completely concealed from existing capital 
owners, while their resources were bought at existing use value. But 
to hope for any general conclusions from a theory which uses as part 
of its data the foresight and knowledge of capital owners, when there 
is no a priori reason for expecting any uniformity between owners 
(except that those who are very short-sighted tend to go out of 
business, unless they are already monopolists) is surely a trifle 
optimistic. 

Dr. Lachmann points out, of course, that the marginal efficiency 
of capital is explicitly defined with respect to “ ‘not the market- 
price at which an asset of the type in question can actually be pur- 
chased in the market, but the price which would just induce a manu- 
facturer to produce an additional unit of such assets.’ Prices of 
existing assets do not come within its scope. But if they do not 
come within its scope they cannot influence investment decisions, 
while in reality, undoubtedly, income and capital gains to be de- 
rived from the purchase of existing capital assets, complementary to 
the new investment are a very strong incentive to invest.” The 
market-price at which an asset can be acquired, however, refers to 
assets in which the new investment is to take place. There is nothing 
incompatible with this definition of the marginal efficiency of capital, 
in the fact that income and capital gains can be made as a result of 
complementarity and that this adds to the incentive to invest, when 
we acquire existing assets of a different kind at their old market 
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prices. These market prices will necessarily affect the marginal 
efficiency of capital in the new line of investment. 

That these investment repercussions take place is, of course, 
undoubted. Whether a generalization can be made about them, 
however, is another matter. Productivity of existing assets has 
changed, just as productivity changes when knowledge increases, or 
inventions are made. Yet one would not seek to construct a theory 
of invention, even though some inventions are '‘induced.’^ I wonder, 
therefore, whether there is any more meaning in a concept of a Theory 
of Investment Repercussions. 

Dorothy Hahn. 

University op Birmingham, England 


REPLY 

In her co3Dament on my article^ Mrs. Hahn makes two major 
points. In the first place, she criticizes my contention that, where 
old and new assets are complementary, the marginal efficiency of 
capital is not a meaningful concept. Secondly, if I understand her 
correctly, she denies the logical possibility of a Theory of Investment 
Repercussions. 

Let there be a capital asset A with an annual yield a. Suppose 
now that an investor contemplates the creation of a new asset B, 
the annual 3 deld of which he estimates as 6, but that he regards 6 as 
an unsatisfactory yield. If, however, A and B are complementary 
assets, the annual yield on A as a result of the creation of B may rise 
from a to a + a'. If our investor can buy A at a price capitalizing a, 
he may find that a yield a + a' + 6 on a capital outlay A + J5 may 
be quite satisfactory after aU. It is clear that it is the combined yield 
a + a' + bonA + B which will determine investment decisions. It is 
equally clear that it does not indicate the amount of new investment 
unless the ratio of old to new assets were always the same which it 
is not. 

Mrs. Hahn feels that a' should be imputed to B and a' + b 
regarded as the marginal efficiency of B, The argument is nuga- 
tory. What matters here is not what an observing economist would 
“impute,'^ but what in reality will affect people's actions. She sub- 
sequently admits that how much of the yield increase a' will actually 
accrue to our investor depends on the price at which the present 
owner of A is willing to sell it. And his supply price depends on his 
own expectations, and not on any ^fimputation" on our part. If, 

1. In this Journal, November 1948, pp. 698-713. 
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as Mrs. Hahn suggests, the whole yield increase o', irrespective of 
to whom it actually accrues, is to be included in the marginal effi- 
ciency of B, the latter will not determine new investment. While, 
if only that part of o' which is expected to accrue to the investor m 
B is included, the marginal efficiency of B becomes dependent on 
expectations of others than the investor. This conclusion leads us 
straight into the problem of inconsistent expectations which is the 
real issue at stake. 

As regards A, Mrs. Hahn also makes the statement that "... 
the marginal productivity of these resources will have increased, even 
though the increase of capital value of the existing resources of this 
type were imputed to the new investment.”* This is an astonishing 
contradiction in terms as, if the whole of a' is to be imputed to B, the 
marginal productivity of A cannot rise. 

On the general question of the possibility of a Theory of Invest- 
ment Repercussions Mrs. Hahn expresses grave doubts. “To hope 
for any general conclusions from a theory which uses as part of its 
data the foresight and knowledge of capital owners, when there is 
no a priori reason for expecting any uniformity between owners . . . 
is surely a trifle optimistic.”* Such a view of the subject-matter of 
dynamic economics, expressed in 1949, is surely a trifle out of date. 
Mrs. Hahn thinks we can reach no “general conclusions” about a 
situation in which expectations are not uniform. But inconsistent 
expectations are the very bread and butter of dynamics. It was 
precisely in order to be able to deal with inconsistent expectations 
and their consequences that modem economists discarded equilibrium 
analysis in favour of process analysis. If Mrs. Hahn scornfully dis- 
misses the prospect of a Theory of Investment Repercussions she 
must therefore mean the equilibrium type of theory in which all the 
concluaons are already implicit in the “data.” And this raises a 
fundamental methodological issue. 

That investment repercussions are a feature of economic reality, 
Mrs. Hahn does not deny. But she does not want us to study them, 
their uniformities of sequmice, their causes and consequences. Why? 
Because if we use as part of our data “foresight and knowledge” 
which are not “uniform,” the results of action wiU not already be 
implicit in our data. But the Theory of Investmeat Repercusaons 
is a dynamic theory. It deals with real processes, not with fictitious 
states of rest. As a process unfolds, people gradurdly acquire new 
knowledge about each other as well as about the objective facts of 

2. p. 430. 

3. p. 431. 
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the situation confronting them, and, our origioal “data” will not 
long remain what they were. Of Mrs. Hahn’s objection we may say 
therefore that “the tautological method which is appropriate and 
indispensable for the analysis of individual action seems in this 
instance to have been illegitimately extended to problems in which 
we have to deal with a social process in which the decisions of many 
individuals influence one another and necessarily succeed each other 
in time.”* Professor Hayek has shown that the transmission of 
knowledge, initially by no means “uniform,” constitutes the real 
empirical content of economic and social processes. That one of his 
pupils of all people, ignoring the fundamental distinction between 
the tautological method of equilibrium analysis and the realistic 
method of process analysis, should want to rule out a promising field 
of study for the sole reason that it is unlikely to fit into the Procrus- 
tean bed of the Pure Logic of Choice adds a fine touch of irony to the 
pleasures of Mrs. Hahn’s httle excursion into the methodology of 
the social sciences. 

But strangest of all is that Mrs. Hahn, in her eagerness to nip the 
Theory of Investment Repercussions in the bud, appears to have over- 
looked the fact that, albeit in a crude and naive form, such a theory is 
already in existence: the “stagnation thesis” which asserts that the 
effect of present investment on future investment decisions is always 
bound to be detrimental. With this theory we may agree or disagree, 
or we may suspend judgment until more evidence is available. There 
is only one thing we may not do: deny its existence, bar its critical 
discussion and elucidation, and “wonder whether there is any meaning 
in a concept of a Theory of Investment Repercussions.” 

L. Mi Lachmann. 

Universixy of xhh Witwatebshand, South Africa 

4. F. A. Hayek, Individualism and Economic Order, p. 93. 
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ISOLATIONISM IN ECONOMIC METHOD^ 
SUMMARY 

I. The isolationism of the orthodox, Marxist, and historical schools in their 
concepts of economic science, 439; in their distribution theory, 441. — II. Prob- 
lems of definition and classification, 442; distinction between “ultimate” and 
working problem, 444. — III, Formulation of the ultimate problem of distribu- 
tion theory, 445. — IV. The working problem of the orthodox or maximization 
school, 447; of the Marxist school, 461; of the historical school, 457. — V. Com- 
ponents of isolationism, 465. — VI. Origins of isolationism, 468. — VII. Con- 
clusion, 471. 


I 

A large proportion of economists throughout the world today 
entertain a '‘solipsistic’’ attitude toward the field of economic inquiry: 
they act as though only they, and other economists sharing their point 
of view, occupy the field known as ^‘economic science.’’ To western 
members of the profession it should come as no surprise to be told 
that economists on the other side of the ‘^curtain” engage in this 
practice — that they identify economic science as such with the doc- 
trines on this subject expounded a century ago by Karl Marx and 
Friedrich Engels, as developed and interpreted by Vladimir I. Ulianov 
and Joseph Djugashvili, and dismiss all other theories as “bourgeois 
apologetics,” “vulgar political economy,” or “capitalist fabrications.” 
A readily available example of the positive side of this procedure is 
the widely discussed article of a few years ago by the editors of a 
Soviet journal dealing with the “Teaching of Economics in the Soviet 
Union.”^ Throughout the article its authors, who, so far as we know, 
have received no official reprimand or other punishment for doing so, 
consistently identify the terms “economics” or “political economy” 
with “Marxian economics” or “Marxist political economy.” Their 
suggestions for improving the teaching of economics in Soviet schools 

1. The author is indebted to Professors J. M. Clark, F. K. Mann, and J. A. 
Schumpeter, and to Dr. 0. H. Taylor for reading the manuscript and offering 
helpful criticisms and suggestions. 

2. Pod Zimmen Marxizmaj Nos. 7-8, 1943, R. Dunayevska, transl., American 
EcoTtomic Review, XXXIV (1944), 501-30. 
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are intended ostensibly to cleanse economics of certain bourgeois errors 
that have unfortimately captivated some of their teaching comrades, 
and to restore economics to its pure, i.e., Marxist, form. Whether or 
not their suggested changes would reorient economics courses in the 
Soviet Union toward pristine Marxism is irrelevant here; more sig- 
nificant is the fact that any Soviet economists who attempted to 
answer them would be obliged to use the same formula, a formula 
which rests on the assumption that “economics*^ equals ‘^true eco- 
nomics’^ and that “true economics” equals “economics of the Marxist 
school.” 

This “oyster” view of the field of economic inquiry, in the form of 
a school centrism, unfortunately is not confined to the Soviet Empire 
and its representatives abroad. In the western world today there is 
another school of economic theory which has been so sanctified by 
traditional acceptance and has remained so impervious to attack by 
its rivals here (including the Marxists), that it is identified, in the 
vocabulary of most of our economists, with economic theory as such. 
The members of this school regard themselves not as a school but as 
the only practitioners of the economic profession; perhaps because 
they are more genial, polite, subtle, or smug than the Soviet econo- 
mists, they dismiss critics less for being “liars” or “fakers” than for 
being non economists — i.e., “sociologists,” “psychologists,” or “his- 
torians.” To take but one example, an eminent contemporary leader 
of this school defends what he calls “Economics,” “Economic Science,” 
“Economic laws,” “the propositions of Economics,” etc. against those 
whom he labels “the detractors” and “the critics of Economics”; he 
solves problems and enunciates verities not from the viewpoint of 
himself or his school but “from the point of view of Economic Science.”® 
This attitude, despite important changes in economic doctrine in 
recent years, particularly those dealing with what we may call 
“limited competition,” is very widespread; perhaps the majority of 
•western economic theorists, in formal or informal discussion with one 
another today, use the term “economic theory,” “pure theory,” or 
simply “theory” to refer to a technique of economic analysis which is 
considerably short of encompassing the range of investigation literally 
implied by the term. Like the Marxists (though less narrow), these 
economists assume an identity between “economics” and “true eco- 
nomics” but identify the latter with what has been called by its critics 

3. Lionel Robbins, The Nature and Significance of Economic Science (2d ed.; 
London: Macmillan & Co., 1935), pp. 25, 27, 45, 72, 83, 85, 104, 106, 123. Such 
pasi^ges by orthodox economists or Marxists often sound like variations on the 
ancient theme: *‘It is not I, a human ^nner, that addresses you, but God, speaking 
throu^ the mouth of His prophet.” 
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and its less solipsistic members "orthodox economics” or “the ortho- 
dox school of economics.” 

Just as the orthodox economists and the Marxists, on the whole, 
have recognized each other’s myopia more than their own, so the 
members of a third school, the historical school, who for many years 
have objected to the narrowness of the orthodox, and to a lesser extent 
of the Marxist, interpretations of the field of economic inquiry,^ have 
developed their own variety of the same disease. One of the founders 
of the United States branch of this school, Thorstein Veblen, had too 
Darwinian a sense of historical continuity to exclude from a genus any 
of its evolving series of species, no matter how antediluvian or anach- 
ronistic. He therefore classified the orthodox, Marxist, and German 
historical schools within “economics” and to some extent (in their 
latest forms) within “economic science.” But he insisted that these 
schools belonged, on the whole and in varying degrees, either to the 
species of “animistic metaphysics” or to that of “normaHstic taxonomy” 
and as such were forbears rather than full-fledged members of the 
species which he described as “modem science” (i.e. “evolutionary,” 
“Darwinian,” “matter-of-fact”) of which he was a spokesman.® 

The following analysis will attempt to show, first, that this 
Vunivers c’est moi attitude which most members of the three major 
traditional schools share in common (each from his or its own vantage 
point) toward the scope of “economics,” “economic science,” or 
“modem economic science” is a manifestation of a similarly exclusive 
or isolationist attitude toward the concrete problems of economic 
inquiry, exemplified here by the problem of distribution theory. A 
second objective will be to analyze the isolationism into its component 
parts and to suggest briefly some of the similarities and differences 
among the schools, both in their degrees of narrowness and in its 
origins. Finally, an effort will be made to explore the extent to which 
the isolationism is a methodological advantage, a necessary evil, or a 
remediable vice. 

4. E.g., Walton Hamilton in “The Place of Value Theory in Economics,” 
Journal of Political Economy, XXVI (1918), 217-45 and 375-407 protested the 
orthodox identification of “economic theory” with “value theory.” 

5. “Why is Economics not an Evolutionary Science?”, “The Preconceptions 
of Economic Science: I-IH,” “Gustav Schmoller's Economics,” and “The Socialist 
Economics of Karl Marx: I-II,” this Journal, XII-XIV (1898-1900), XVI 
(1901), XX (1906), and XXI (1907), reprinted in his The Place of Science in 
Modem Cmlieation (New York: The Viking Press, 1919), esp. pp. 67-8, 67-8, 70, 
81-5, 109-10, 144-7, 171-9, 269-78, 413-18, and 432-56. Veblen’s olasafication 
of sdentifio schools and stages is not very precise, but that, as he would say, is a 
mere matter of taxonomy. 
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II 

Several prelimmary matters must be examined first. 

(1) This article examines the isolationism of the traditional 
schools as it is exemplified in their treatment of the problem of dis- 
tribution theory. The term ^^distribution theorj^/^ however, is inter- 
preted here in a broad sense which covers the study of the comparative 
net income shares of different transactors in a given time period or a 
succession of time periods of the capitalist economy. Since net income 
shar es are a fimction of relative prices and relative sales volumes (or 
production volumes) of commodities bought and sold, distribution 
theory, so interpreted, includes the portion of price theory (tradi- 
tionally referred to as “value theory^O 3»nd of production theory which 
deals with comparisons among different coexisting transactors or 
groups of transactors at a given moment or during dynamic (including 
cyclical and secular) movements. The term distribution theory, 
therefore, includes a large portion of what has been traditionally 
regarded as economic theory; it excludes the static and dynamic 
theories of aggregates and averages for the economy as a whole (such 
as national income, product, savings, and investment; and cyclical 
and secular changes in these or in price levels). 

(2) The problem of distribution theory here is a descriptive 
problem. Ethical and pragmatic issues, though important as incen- 
tives and consequences of distribution theories, are relevant only 
indirectly. 

(3) In a comparative study of economic theories, some method 
of classifying the theories and the economists is necessary. Well- 
known diflSculties include (a) the overlapping, change, and interaction 
among many of the phenomena described by the theories; (b) the 
differences in inclusiveness and emphasis among the theories, which 
causes them to be classed under more than one category; (c) the 
multiplicity of ideas generally contained in the system of theory of a 
single economist; and (d) an imderstandable dislike on the part of 
many economists of being classified at all, or at least of being put into 
categories in which the company is uncongenial, their special con- 
tributions are overlooked, and what they regard as the basic divisions 
in doctrine are obliterated. Let it be said at once that the author of 
the present article recognizes the partly but unavoidable arbitrary 
nature of his categories and of his parcelling out of theories among 
them. He apologizes for having to put into the same compartments 
the theories of economists, some or all of whom may find the company 
imcongenial. He is interested in econonusts here not as personalities 
but as convenient symbols of their doctrines. And finally, he fully 
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expects that he and his own theories will be categorized by his erst- 
while subjects, probably into pigeon-holes which he too dislikes. The 
significant issues then become: (a) are the category distinctions in 
question valid and important, and (b) do the theories approximately 
fit the categories in which they have been placed? 

(4) The major type of category used here in classifying theories, 
or their authors, is that of “schools.” A school may be defined as a 
class of theorists who either (a) recognize a basic identity in their 
ideas and perhaps have entered into a formal or informal organization 
to develop and propagate those ideas, or (b) possess ideas which to an 
external observer are in some important respect identical, whether or 
not the individual members regard themselves as members or the 
identity as important. In the present essay the term school is used 
in the latter, objective sense. Each school, moreover, is to be dis- 
tinguished from others by the method of “ideal types” or “models” 
wherever possible; i.e., emphasis is to be on the purest form of each, 
without forgetting that the schools are thereby simplified for methodo- 
logical purposes. 

(5) The major traditional schools of economic theory dealt with 
here are the orthodox, Marxist, and historical schools, with certain 
terminological and other qualifications to be presented below. No 
implication is intended that this classification exhausts the field or is 
the only one possible. But these schools, defined broadly, are the ones 
which most economists would probably recognize as the most impor- 
tant and influential schools of the past hundred years, at least so far 
as the problem of distribution theory is concerned, 

(6) The term “problem” is itself a problem requiring careful 
scrutiny. A clear statement of a problem, it is often asserted, is half 
its solution. But scientific writers do not always clarify to their 
readers or to themselves the exact object of their search. Examina- 
tion of the writings of economists reveals a large number in which the 
problem is more implicit than expressed; or, if elaborated, is more 
ambiguous than clear; or, if clearly stated at the beginning of a study, 
is a different problem from the one finally answered. Thus it is often 
difficult to decide, after perusiag an economic treatise, just what was 
the problem actually motivating the author. The confusion some- 
times arises not from the difficulties in the economic subject matter 
and in the arts of writing and reading but from imperfections in 
methodological self-consciousness on the part of the inquirer. 

The problems under consideration here are theoretical rather 
than empirical, in form of presentation if not in historical order of 
discovery. The conditions influencing the outcome of a scientist’s 
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inquiry are (a) the scope of his subject matter, (b) his objective, (c) his 
data (i.e., general and particular statements of fact concerning the 
subject matter which he accepts as accurate), and (d) the methods he 
intends to follow in proceeding from (c) to (b).® In an empirical 
inquiry, with any success, the scientist’s data at the end of his inquiry 
will differ at least in quantity from the data with which he began; but 
in a theoretical investigation the data remain unchanged, unless the 
scientist is illogical or develops his conclusions by the method of suc- 
cessive approximation (as Marx does, for example). 

Should all the conditions for the solution of a theoretical problem 
be stated explicitly? The answer, of course, is yes. If the term 
problem is defined to include all these conditions, the solution, unless 
illogical, becomes a tautology, being read off in the same manner as 
the solution performed by a calculating machine; a clear statement of 
the problem becomes its entire solution. Far from being undesirable, 
this tautologj^^ is an ideal almost impossible of attainment. Usually 
the scientist regards his subject matter and objective as parts of his 
problem but does not state clearly his assumptions concerning data 
and method; in this event, two scientists may regard themselves as 
investigating an identical problem when the conditions respectively 
postulated for their investigations are so different as to impel them to 
different solutions (unless their chains of reasoning logically or illog- 
icaUy happen to intersect at the same terminus). One may conclude 
that they are in effect examining different problems. 

In order to avoid these and other difficulties, a distinction is 
hereby suggested between an inquirer’s “ultimate problem” and his 
“working” or “operational problem.” An ultimate problem is here 
taken to mean the problem (or complex of problems) coextensive in 
breadth with the entire range of the subject matter from the viewpoint 
or objective of the science or branch of the science in question; a work- 
ing problem is that same problem (or complex of problems) narrowed 
down by the major assumptions of data and method presupposed or 
examined by the individual inquirer or school. The ultimate problem 
is broad enough to enable all inquirers or schools within the science to 

6. The distinction between these four conditions should not be drawn too 
rigidly. 

7. It is a tautology only in relation to the fully stated premises, like any other 
system of syllogisms. The empirical collection of data for use as premises then 
appears to constitute the progress of science. But this overlooks the human effort 
and skill involved in formulating and ordering premises and in drawing correct 
Terences from those premises, even though, after the problem is solved, the solu- 
tion is seen to I^ve been “implicit.” It also overlooks the fact that the significant 
premises in which the solution is implicit are usually discovered after the solution 
has been arrived at. 
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stand on the same footing while the logical answers to a working prob- 
lem are essentially alike. An important part of a scientist's inquiry 
is to examine to what extent his solution of the narrower problem is a 
solution of the broader one, which requires that he examine carefully 
the studies made by those with alternative working assumptions. His 
own working problem broadens beyond his own working assumptions 
to the extent that he seriously examines alternative working assump- 
tions and dismisses them on more substantial grounds than mere 
incompatibility with his own. 

To determine a scientist's ultimate problem external observers 
must examine as a whole the field of inquiry in which he appears to 
be operating. To determine his working problem, they must examine 
his positive operations and the restrictions on his operations which 
he appears to be following within that field. In determining both, 
observers must, of course, use his statements of his problem as part 
of the evidence. 

Ill 

The ultimate problem of distribution with which the schools are 
concerned is easier to ascertain than is their working problem. We 
may begin with J. M. Clark'smseful formulation: ^The central prob- 
lem of distribution in economic theory may be defined as the analysis 
of the forces which under free exchange govern the division of the 
product of industry between those who perform different functions or 
supply different factors. The shares may, however, be differently 
distinguished: according to the contractual arrangements under which 
the proceeds are received, according to the persons receiving them and 
according to the underlying functions or factors which constitute the 
sources of the incomes. Thus there are contractual distribution, 
personal distribution and functional distribution. Although these 
distinctions are generally made in economic textbooks and may be 
useful for didactic purposes, the main body of economic theory has 
for a long time concerned itself with fimctional distribution only."® 

This definition was formulated for other purposes, but may be 
converted, with some changes and qualifications, into a definition of 
the ultimate problem in the sense used here. First, the term “free 
exchange" is subject to misinterpretation; whether free exchange (in 
at least two different interpretations of the term) actually exists in 
our economy or not, is a fundamental issue between certain schools of 

8. “Distribution,” Encyclopaedia of the Social Sciences^ Vol. V (New York: 
The Macmillan Co., 1931), p. 167; reprinted in The American Economic Associa- 
tion, Readings in the Theory of Income Distribution (Philadelphia: The BlaMston 
Co., 1946), p. 58. 
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economic theory and therefore must not be prejudged in the phrasing 
of the problem. The monopolistic and imperfect competition econo- 
mists deny in individually varying degrees that the present western 
economy is one of free exchange in the sense of “unlimited competi- 
tion.’^ The Marxists deny that workers in capitalism conduct free 
exchange, except in choosing between starvation and exploitation; on 
the other hand, they affirm that free exchange exists between state 
enterprises and indiidduals in the Soviet Union.® Yet all would 
probably agree that a common subject matter of their inquiry is an 
economic S3''stem in which (a) individuals or groups own diverse 
amounts of private property in natural resources, capital, and con- 
sumer goods; (b) individuals or groups dispose of their property or 
labor and acquire goods or services by making contracts with other 
private individuals; (c) in making contracts, individuals generally 
have more than one alternative, though not necessarily in the same 
market; (d) the terms of the contracts are agreed upon, whether reluc- 
tantly or not, by both sides; (e) the contracts are legally enforced; 
and (f) individuals who do not agree upon teims may refrain from 
making contracts. The opposite type of exchange system is one in 
which the provisions of transactions and the alternatives of transactors 
are fixed by some one authority — probably a government (whether 
democratic or dictatorial in form), possibly a single transactor with a 
comprehensive monopoly (who then becomes an economic dictator). 

No completely satisfactory terms are available to describe and 
distinguish the two exchange systems. The one will be called a “cen- 
tralized” or “authoritarian market system” (which is conceptually 
compatible with democratic control over the authority) ; the other, to 
avoid the emotional associations of the word free, vrill be called a 
“pluralistic” or “private market system” (which is conceptually com- 
patible with monopolies in individual markets). Each of the two 
types of exchange systems shades into the other and neither is found 
in absolute form. An economy in practice may contain within itself 
numerous economic systems or sectors, taking its individual character 
from the sector which is dominant. The subject matter of distribu- 
tion theory consists in the “private market system,” wherever it may 
be found. This system constitutes a large portion but by no means 
the entirety of the modem capitalist economy.^ It also has con- 

9. E.g,, Maurice Bobb, Soviet Economic Development since 1917 (London* 
Routledge & Kegan Paul, Ltd., 1948), p. 350. 

1. In an unpublished essay, the author estimated that in 1940, of the numer- 
ous sectors of the United States economy, including government services and 
employment, private charity, illegal modes of acquisition (such as racketeering), 
cooperatives, and production for own use, the private market sector, though still 
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stituted a smaller portion of most social economies known to us,^ and 
may even be found in the Soviet Union today.® 

Secondly, the ultimate problem of distribution theory cannot be 
restricted to functional distribution in the traditional sense because, 
as the quoted definition implies, this is a narrower objective than the 
one occupying the entire body of distribution theorists. That econ- 
omists increasingly have been recognizing distributive divisions other 
than the traditional ones requires little substantiation. (See pp. 449- 
450 below.) The distinction between “functionary and “personar' 
distribution may be drawn in more than one way, and may or may not 
be a “didactic'y distinction; this is one of the issues among the several 
schools and should not be prejudged in stating the problem common 
to all of them. (See pp. 464-465 below.) Professor Clark’s definition 
of the “central problem” for “the main body of economic theory” 
thus needs further revision as the ultimate problem for the entire body 
of economic, or at least distributive, theory. The latter is concerned 
with distribution among economic groups or classes of all sorts, 
whether or not functional in nature and source, in so far as the dis- 
tribution is accomplished via the market. 

The ultimate problem of distribution theoiy, therefore, may be 
defined as the study of the influences which govern the division of the 
total product into net income shares among the various social groups 
and classes through the process of exchange in a private market sys- 
tem. This formulation of the problem, it is hoped, enables all schools 
of distribution theoiy to stand on the same footing. The one impor- 
tant objection which may be urged against it, however, is that it 
phrases the problem so broadly that it provides little or no guide as to 
how it may be solved. For such a guide we must turn to the “working” 
or “operational” problems of the orthodox, Marxist and historical 
schools. 

IV 

The orthodox school may be delineated in several different ways, 
depending on how broad a coverage is granted to it. To abstract the 
common features of a school that has been constantly evolving since 

tlie largest, accounted for less than half the total income of the economy's inhab- 
itants. The computations, of course, were extremely rou^. 

2. See, e.g., the Old Babylonian (earliest known) legal codes, approximately 
2000 B.C., of Eshnunna (New York Times, Late City Edition, March 7, 1949, 
pp. 1 and 13) and Hammurabi (Chilperic Edwards, The Hammurabi Code: arid tke 
Sinaitic Legislation, 3d ed.; London: Watts & Co., 1921, p. 25, §§ 108 and 111; 
pp. 75-6 note). Also Richard Thumwald, Economics in Primitive Communities 
(London: Oxford University Press, 1932), pp. 141 and 159. 

3. Maurice Dobb, op, cU., p. 285. 
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its origin presents a never-ending and progressively more difficult 
task. For present purposes the orthodox school will be conceived 
broadly, to encompass among other sub-schools or branches the physi- 
ocratic, classical, marginal utility-productivity, neoclassical, general 
equilibrium, and the contemporary monopolistic and imperfect com- 
petition branches. Although present day theorists of this school are 
attempting increasingly to handle problems of dynamic theory in 
combination with the traditional static problems of value and dis- 
tribution,^ it will be convenient here to regard these studies, to the 
extent that they contradict the traditional assumption of self-adjust- 
ment, as excursions outside the orthodox fold, and, to the extent that 
they attempt to explain cyclical or secular aggregates, as outside dis- 
tribution theory. Similarly, the efforts of some economists to bring 
the study of a socialist economy under the orthodox technique® will be 
excluded. 

Most orthodox economists, at least from Carl Menger on, have 
regarded economics as the science which studies the maximization of 
human ends by the minimum expenditure of alternative scarce means. 
In application to a private market system, they regard economics as 
the study of the self-equilibrating influences wteh operate in private 
markets to accomplish and maintain a maximization of net income for 
each independent transactor consistent wnth that of the other trans- 
actors under the given environmental and other conditions. 

The ''maximization equilibrium theory^' has had a long history. 
The doctrine of maximization alone in some form or other is, of course, 
an ancient one.® Numerous terms have been devised to describe this 
motive, or assumption, including not only the earlier phrases "self 
interest,” "egoism,” "hedonistic” or "felicific calculus,” and "eco- 
nomic man,” but also the more recent "principle of substitution,” 
"principle of least means,” "imputation technique,” "economizing 
process,” or the teim "maximization” itself. The origin of themaxim- 

4. E.g., J. M. Keynes, The General Theory of Employment, Ird&rest and 
Money (New York: Harcourt, Brace and Company, 1936); J. R. Hicks, Value and 
Capitol (Oxford: Clarendon Press, 1939), Part III; Moses Abramovitz, Price 
Theory for a Changing Economy (New York: Columbia University Press, 1939); 
and Paul A. Samuelson, Foundaiiom of Economic Analysis (Cambridge: Harvard 
University Press, 1948), Part 11. 

^ 5. Such as Oskar Lange and Fred M. Taylor, On the Economic Theory of 
Socialism (Minneapolis: The University of Minnesota Press, 1938) or A. P. Lemer 
The Economics of Control (New York: The Macmillan Co., 1944). ^ 

6. E.g.: “ the very thing which we all of us desire, — I mpa n in having a 
greater amount of pleasure and less of pain during the whole of life.” (Plato 

teansl. by B. Jowett (New York: Random House, 1937), 5.733. See also 
ieep^ZiCj^2.359 B.) Or, needless to add: '‘The love of money is the root of all 
evil.” {The Bible: Timothy 
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ization equilibrium notion, though the latter is implicit in certain 
ancient and medieval European writings, probably should be attributed 
to the early critics of mercantilism, such as Dudley North.^ The 
doctrine has, of course, been given much greater precision in recent 
years.® 

An examination of the differences and refinements made in suc- 
cessive interpretations of the maximization equilibrium hypothesis 
during the development of the orthodox school and a criticism of the 
hypothesis itself lie outside the scope of this paper. Since the term 
‘^orthodox school” has been defined m various ways during the course 
of its evolution and since the term ‘‘orthodox” is too abstract, impre- 
cise, and “value-loaded” for scientific use, it is here proposed to call 
the school under discussion the “maximization equilibrium school” 
or more briefly the “maximization school.” 

The maximization schooPs interpretation of the problem of dis- 
tribution theory is simply one application of its problem of economic 
theory in general. Modem members of this school indicate in prac- 
tice and occasionally assert explicitly that they have gone beyond the 
traditional divisions of economic theory (production and distribution; 
wages, interest, rent, and profits), replacing them by analyses of 
maximization equilibria for various types of assumed conditions. 
“We no longer enquire concerning the causes determining variations 
of production and distribution. We enquire rather concerning the 
conditions of equilibrium of various economic ‘quantities,' given 
certain initial data, and we enquire concerning the effects of variations 

7. Discourses upon Trade (1691). 

8. See, for instance, George J. Stiver, The Theory of Price (New York: The 
Macmillan Co., 1946), pp. 12-13, 26; Joan Robinson, The Economics of Imperfect 
Competition (London: Macmillan and Co., Ltd., 1933), pp. 6, 15, 16, 212; Paul A. 
Samuelson, Foundations of Economic Analysis, p. 5; John von Neumann and Oskar 
Morgenstem, Theory of Games and Economic Behavior (Princeton: Princeton 
University Press, 1944), pp. 34, 44, 45. Stiver comments that principle of 
the maximum is not strictly necessary, for an economic problem would arise if 
individuals sought to minimize the attainment of their ends, or if they sou^t 
65 per cent of the maximum possible attainment of the ends, or any other specific 
objective. But it is enormously convenient and, on the present plane of generality, 
very realistic to assume that a maximum fulfillment of ends is sought*' (p. 13). But 
if individuals sought a minimum, 65 per cent of a maximum, or any other objective, 
these would become the ends to be maximized, e.g., on the part of abstemious 
Stoics, hair-shirted monks, or “give-away-checkers” players. Thus this form of 
assertion of the maximization hypothesis makes the principle of the maximum not 
only “enormously convenient” and “very realistic” but logically incontrovertible 
— one can deny it only by contradicting one's self. This is because the maxi- 
mization principle so defined is a tautology. If maximization is defined in terms 
of some immediate, objectively verifiable end, such as the attainment of money, 
as is done by other representatives of the school, the principle may be deprived 
of its tautological character, but then becomes decidedly controvertible. 
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of these data/’^ Such assertions should not be taken to mean that 
the maximizationists do not attempt to explain, or do not think they 
can explain, the distribution of income in general or among the tradi- 
tional functional classes in particular. Rather, they mean that their 
essential concern is the broader one of finding maximization equilibrium 
solutions for markets of given characteristics, from which solutions 
anyone so inclined may draw inferences concerning relative pro- 
duction and sales volumes, prices, or income-shares of transactors, 
whether divided according to traditional categories or not. Although 
the maximizationists still discuss distribution among the traditional 
functional classes,^ they imply that these classes are used for illus- 
trative purposes only, and that their technique of analysis can be 
applied equally well to other class divisions. Nevertheless, whatever 
class divisions they do use are of a functional nature. 

To summarize — the working problem of distribution theory for 
the maximization school is to seek a determinate, self-preserving set 
of net income maxima among the functional classes of transactors in a 
private market system under various assumed market and environ- 
mental conditions. These maxima are self-preserving or stable in the 
sense that they constitute the highest net income for each independent 
transactor (person, enterprise, or association) consistent with that of 
every other independent transactor under the assumed conditions. 
Given a stable maximization equilibrium, any alteration in a trans- 
actor's contract terms, which may seem to increase or decrease his 
net income, would set in motion the self-correcting influences and the 
previous equilibrium would be restored, if the transactors' preference 
scales based on the assumed constants such as the natural environ- 
ment, tastes, technolog}’’, laws, population, number of fibrms, etc. 
remained unchanged or if a recontracting assumption were made. 

This working problem is narrower than the ultimate problem 
(p. 444) with respect to at least four sets of assumptions: (1) certain 
types of phenomena remain fixed or at least are not changed by and 
do not react upon the processes under analysis; (2) the transactors 
maximize their net incomes under the given conditions; (3) market 
forces achieve and preserve a determinate equilibrium relationship 
among the transactors and their incomes; and (4) the allocation of 
income described is an allocation among functional classes. An addi- 
tional assumption, that of relatively unrestricted competition (includ- 

9. Lionel Robbins, op. cit., p. 67; see entire discussion, pp. 63-71. 

1. E.g. Joan Robinson’s The Economics of Imperfect Competition, Chaps. 
XXI to XXYI deal with labor, while J. R. Hicks has dealt separately with capital 
and labor in Volue and Capit^ and The Theory of Wages. 
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ing the hypothesis of a multitude of sellers and buyers, each controlling 
a small fraction of the total demand and supply, and the hypothesis of 
high geographical and functional mobility of resources and products), 
was characteristic of maximization theory before it began the assim- 
ilation of the theories of limited competition (i.e., monopolistic and 
imperfect competition), and is still accepted as in the main true by a 
large proportion of contemporary maximization economists. Clearly, 
then the problem which the maximization economists answer is not 
the problem which most of them appear to ask. This divergence is 
not per se a fault; it represents a type of abstraction often required in 
theoretical inquiry. By narrowing the problem as it has done, the 
school has provided the most elaborate, penetrating, and systematic 
analysis of the ultimate problem to the present date. Moreover, the 
number of its members who have been prepared to revise their work- 
ing problem has been sufficiently large so that, in the course of its 
evolution the school has swallowed many dissidents and heretics to 
its own advantage. Perhaps it will continue to do so in the future, as 
it should, if it lived up to the claims of those of its representatives who 
identify it with the entirety of economic science. But with each 
absorption, its working problem and its doctrinal system undergo 
change. 

On the other hand, those maximization or orthodox economists 
who today identify the maximization equilibrium problem with the 
problem (i.e., the ultimate problem) of distribution theory are guilty 
of a type of Philistinism ill-becoming the practitioners of a science. 
By dismissing or ignoring the members of other schools of distribution 
theory as noneconomists or as bad economists, because they fail to 
provide an answer to the maximizationists’ operational problem, these 
maximizationists would, and to a degree actually do, break off com- 
munication between themselves and the remainder of the scientific 
world, congratulate themselves on having won a race from which they 
have excluded all competitors, and stultify the development both of 
their own school and of economic theory. 

The second group of ecoiiomists to be examined here falls within 
what might be called the ‘‘property school.” This school includes all 
economists who attempt to explain the distribution of income in the 
private market system mainly in terms of the institution of private 
property. Although the school, so defined, is subsumed almost en- 
tirely within the “historical school,” as defined below, it is important 
enough to merit separate treatment.^ The property school is ancient 

2. Not quite identical with the property school is the “socialist school,” 
or more broadly the “collectivist school,” the latter being defined to include aU 
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in lineage (in modem form it is quite as old as the maximization 
school) and manifold in variety, but its branches have become so 
completely overshadowed in modern times by the branch known as 
Marxism that our attention will be limited here to the “Marxist 
school.” Like the maximization school, the Marxists are at least 
comprehensive enough to constitute a school of economic, and not 
merely of distribution, theory, but will be examined here specifically 
in the latter aspect. 

A difficulty arises in the selection of authoritative present day 
spokesmen for the Marxist school, because the latter, like the property 
school of vrhich it is a part, has split into numerous factions. Since 
the differences among these factions are almost entirely outside the 
problem of capitalist distribution theory it might seem appropriate 
to quote from the group currently enjoying greatest power and pres- 
tige, commonly known as the “Marxist-Leninist-Stalinists,” or “Stalin- 
ists” for short. This group constitutes a school in the subjective as 
well as objective sense defined above (p. 443) ; it is at core a monolithic 
organization with common principles subscribed to by all members 
and accepted by their peripheral sympathizers. This seems to sim- 
plify our task: the citation of the views of any member would appear 
to be representative at any moment of the viewy's of all of them. How- 
ever, the further away an economist is from the hub of the school 
(and it is not always easy for him, or for us, to know how close he 
really is) and the greater the time interval between his assertion and 
our citation of him, the more risk we assume in regarding him as an 
authoritative spokesman. The permanent or temporary fall from 
grace of authoritative economists of Stalinism in the past (e.g., 
N. A. Voznesensky, Eugene Varga, Karl Radek, or Nikolai Bukharin) 
indicates the hazard of quoting any current representatives or sym- 
pathizers, such as K. Ostrovityanov, A. Leontiev, or, closer home, 

persons (Le., communists, socialists, syndicalists, etc.) advocating an economy in 
which the private market sector would be secondary or nonexistent and in which, 
to a major extent, the natural resources, capital, or both would be owned, or the 
allocation of resources and incomes woiild be controlled, by society — organized 
either as a state (democratic or dictatorial), or as a group of associations (coopera- 
tives, industrial unions, guilds), or as a brotherhood of highly moral iodividuals 
(anarchism) . The property and collectivist schools differ in that some economists 
who emphasize the effects of private property on distribution do not definitely 
advocate a basic change in this institution in the direction mentioned (e.g., 
J. C. L. S. de Sismondi or Hudolf Stolzmann) while others who favor such a 
change accept a theory of distribution in which private property plays no impor- 
tant role (exemplified perhaps by some of the Tabian Socialists and Veblenians). 
Inasmuch as the schools are being distinguished in this paper according to their 
methodology in describing the private market system rather than their ethical or 
pragmatic objectives, the “property school” concept is here preferred. 
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Maurice Dobb or Paul Sweezy. It will be safest therefore to follow 
the practice of cautious Marxists of quoting directly from the writings 
of their ^'founding fathers.”^ 

To Marx and his collaborator, Friedrich Engels, there are at least 
two distinct problems of distribution theory. The most important 
one, which Marx called “production of surplus value,’’ might be 
approximated for our purposes as “distribution in the aggregate,” 
i.e., the apportionment of income between the capitalist class as a 
whole and the working class as a whole. The other, which Marx 
regarded as a problem 1)f “circulation,” might be called “distribution 
in detail,” and refers to the apportionment of the income of the 
capitalist class among its subclasses (capitalists proper and landlords) 
and among their divisions down to the individual capitalists them- 
selves. Marx discusses the first problem most fully in the first volume 
of Capital, the second partly in the second volume, and both problems 
combined in the third volume. 

The working problem of distribution theory to Marx and Engels, 
embracing the two problems, consists in the search for the laws of 
“exploitation” or “surplus value” in the capitalist economy (though 
the latter phrase sometimes appears restricted to the aggregate prob- 
lem alone). A clear indication of this is the title of Marx’s history of 
the distribution theories of his predecessors, Theorim iiber den Mehr- 
wert,^ which Engels describes as “an exhaustive critical history of the 
main point of political economy, the theory of surplus value. . . . 

Some of the main conditions for the solution of this problem are 
mentioned by the authors in several places. Thus Marx’s magnum 
opus introduces the problem of the production of surplus value as 
follows: “The conversion of money into capital has to be explained on 
the basis of the laws that regulate the exchange of commodities, in 
such a way that the starting point is the exchange of equivalents. 
Our friend. Moneybags, who is yet only an embryo capitalist, must 
buy his commodities at their value, must sell them at their value, 
and yet at the end of the process must withdraw more value from 

3. This unavoidable identification of current Marxism with the writings of 
Marx, it has often been pointed out, probably would be reseated by the great 
economist who, as his personal friends and contemporaries attest, “did not wish 
to be called a ‘Marxist' and ridiculed the ‘Mai*xists' to his heart's content." 
(Wilhelm Liebknecht, Karl Marx: Biographical Memoirs j transl. by E. Untermann, 
Chicago: Charles H. Kerr & Co., 1901, p. 71.) 

4. Edited by Karl Kautsky, 4 vols. (Stuttgart: J. H. W. Dietz Nachf., 
1905-10). 

5. Preface to Capital, Vol. II, p. 8. This and the following citations from 
Capital refer to the translation by S. Moore, E. Aveling, and E. Untermann, 
3 Vols., (Chicago: Charles H. Kerr & Co., 1906-9). 
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circulation than he threw into it at starting. His development into a 
full-grown capitalist must take place, both wathin the sphere of circu- 
lation and without it. These are the conditions of the problem. Hie 
Rhodus, hie salta!^'® 

At the end of the ensuing analysis of the problem in its general 
form, Marx concludes: “Every condition of the problem is satisfied, 
while the laws that regulate the exchange of commodities, have been 
in no way violated. Equivalent has been exchanged for equivalent. 
Eor the capitalist as buyer paid for each commodity, for the cotton, 
the spindle, and the labour-power, its full value. ... He sells his yam 
at eighteenpence a pound, which is its exact value. Yet for all that 
he withdraws 3 shillings more from circulation than he originally 
threw into it. This metamorphosis . . . takes place both within the 
sphere of circulation and also outside it. . . . Thus the problem in 
its introductory, general form is solved. 

In a (Merent connection, the problem is restated by Engels: 
“Whence comes this surplus value? It cannot come either from the 
buyer buying the commodities under their value, or from the seller 
selling them above their value. . . Nor can it come from cheating. . ” 
“This problem must be solved, and it must be solved in a purely 
economic way, excluding all cheating or the intervention of any force 
— the problem being, how is it possible constantly to sell dearer than 
one has bought, even on the hypothesis that equal values are always 
exchanged against equal values?” “The solution of this problem was 
the most epoch-making achievement of Marx’s work.”® 

From these citations it is evident that the working problem of 
distribution theory to Marx and the Marxists is to explain how the 
owners of nonproductive factors (capital and land) receive a surplus 
(profits, interest, and rent) above their investment (i.e., above the 
cost of production of capital) even though the remaining factor (labor) 
is sold at its value and its products taken in the aggregate are sold at 
their value. Thus the operating problem of the Marxists differs from 
the ultimate problem (p. 444) by the major working assumptions that 
(a) certain environmental conditions remain fixed, including, e.g., the 
“relations of production,” (b) the transactors maxnnize their net 
incomes under the given conditions, (c) only one social class or factor 
(labor) is productive beyond its own replacement cost, (d) a separate 
social class (capital) owns the means of production, (e) competition 

6. Ibid,, VoL I, pp. 184-5. See footnote also. 

7. Ibid,, p. 217. 

8. Eerr Eugm Duehrw{^s Revolution in Science (1878), transl. by E. Burns 
(New York: International Publi^ers, 1935), pp. 231-2. 
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prevails, on the whole, within each of the two classes, (f) all com- 
modities, at least in the aggregate or on the average, exchange at their 
values (in the sphere of “circulation”), (g) value is equal to cost, in 
the form of labor time socially necessary for reproduction of the com- 
modity, (h) despite exchange at value, the capitalists withdraw a net 
income. 

The Marxist working problem has much in common with that of 
the maximizationists, but with important differences. (1) Although 
both assume an environmental ceteris paribus^ their environments are 
not identical; particularly, the Marxists incorporate as an integral 
part of their subject matter the development of technology in response 
to and in reaction upon other features of the economic organization 
(an application of the materialistic conception of history), emphasiz- 
ing especially its influence upon the organic composition of capital. 
(2) Although both assume economic incentives, rationality, and knowl- 
edge of market conditions to be prevalent among transactors (i.e., the 
maximization principle), the Marxists adopt this hypothesis only with 
respect to transactor choices in the private market system; they regard 
rational action by workers to consist more fundamentally m organiza- 
tion into trade unions — initially to prevent wages from falling below 
the subsistence level; eventually, to overthrow the private market 
system itself. (3) Although the essence of Marx’s theories of aggre- 
gate and detail distribution can be expressed without assuming com- 
petition, the particular form of his answer, especially insofar as it 
includes a theory of value, prices, production, and of a uniform rate of 
profit and interest, does in fact assume (like the maximizationists 
prior to the incorporation of the limited competition theories) the 
general operation of unrestricted competition. The one exception is 
an assumed fimctional mobility of almost zero from labor to capital — 
two noncompeting groups. The fact that Marx infers from the com- 
petition within each class a necessary tendency toward monopoly 
does not remove the above assumption from his distribution theory 
any more than his assumption of a private market is removed by his 
prediction of its demise. 

The most important differences between the Marxist and maxim- 
izationist assumptions are their concepts of productivity and of 
equilibrium. (4) Marx’s notion that labor alone is productive has 
much in conomon with the views of the classical economists but is 
opposed by the maximization school as a whole, especially in its post- 
classical forms. (5) Marx postulates long run equilibrium values (or 
prices of production) and incomes, around which market prices and 
incomes fluctuate; but Marx’s equilibrium is a dynamic rather than a 
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static one (even though the environment is assumed constant) in that 
certain recurring disequilibria are of such generality, amplitude, and 
dui-ation as to constitute “crises” or business cycles while a basic 
contradiction or instability in the system leads to a declining secular 
trend eventuating in capitalism’s self-destruction. 

Like the maximizationists, then, the Marxists define the opera- 
tional problem of distribution theory in a form considerably narrower 
than the ultimate problem common to both of them. Marx’s prob- 
lem, historically viewed, was not the abstract problem of explaining 
distribution, nor even exploitation, in capitalism but of proving that 
the hj^othesis of capitalist exploitation was compatible with the 
essential features of the economic science of his time. For this pur- 
pose, proof that exploitation exists or that Ricardian economics is 
firmly grounded are equally unnecessary; Marx’s major efforts at 
proof are to be found not in his agreements but in his differences with 
utopian socialists and classical economists. This explains why some 
of his doctrines such as the labor theory of value, which in terms of 
present day viewpoints look like conclusions, actually are assumptions 
and have been classified above as such. Marx succeeded so admirably 
in solving his problem that he was largely instrumental in forcing the 
maximizationists to replace some of the classical hypotheses with 
what they regard as more adequate substitutes.® Present day 
Marxists are still engaged in proving that capitalist exploitation is 
compatible with the assumptions of the classical school, the school 
which Marx helped to bury a century ago. Contemporary economists 
who do not participate in answering the Marxists’ problem because 
they do not accept its exploitational or its Ricardian assumptions, or 
both, are condemned as “capitalist lackeys,” “tools of Wall Street,” 
or “apologists of wage slavery.” But the Marxists do not thereby 
transform their assumptions into well-substantiated conclusions nor 
their working problem into the ultimate problem. 

The combination by Marx of the exploitational and Ricardian 
assumptions into his working problem of distribution left little room 
on essential points for a solution other than his own. This may be 
shown by considering briefly some alternatives to his answer. One 
alternative solution, that capital and land as well as labor produce 
more than their cost is quite effectively ruled out by Marx’s assump- 
tion that labor alone is the “value-creating substance.” A second, 
that future products are worth less than present products, the differ- 
ence constituting surplus value (Boehm-Bawerk’s agio theory) is 
ruled out by Marx’s assumption that homogeneous labor alone, in the 

9. For a similar opinion see quotation from J. M, Clark on p. 467 below. 
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form of socially necessary units of ^ple average labor time, is the 
ultimate measure of value; present and future goods would differ in 
value, according to Marx, only in proportion to any change in the 
labor time necessary to produce the future goods and not (as in 
Boehm-Bawerk) in proportion to the time interval elapsing between 
the present and future goods and the degree of general preference for 
present over future goods. A third alternative, that surplus value 
originates in the sale of products (e.g., Wilhelm Lexis’ theory), is 
ruled out by the assumption that aU commodities exchange at 
their value. 

Parenthetically, one may argue that Marx does not follow the 
conditions of the problem postulated by him, e.g., that all commodities 
exchange at their value, for capital in his system sells above its value 
(labor time socially necessary for its reproduction) as does land.^ If 
the Marxists answer that this postulate applies only to the hire of 
labor and the sale of products, or that land and capital are not “com- 
modities,” or that their prices are “irrational” (Marx’s term), then it 
becomes even clearer that the problem is so stated as to imply Marx’s 
solution. To a lesser degree Marx violates the same postulate by 
substitutmg “prices of production” for “values.”^ Here he could 
reply that the sum or average of all products sells at the sum or aver- 
age of all their values. But his postulate is violated in proportion to 
the dispersion around the averages — i.e., the variations in organic 
composition of capital. 

The Marxists, Uke the maximizationists, commit the error of 
asking an answer-begging question, thereby guaranteeing that their 
positive doctrine will turn out to be a question-begging or more 
specifically an assumption-begging answer. 

The working problem of distribution theoiy for the historical 
school is more difficult to ascertain than those of the two preceding 
schools. By the historical school is meant those economists who, on 
the whole, reject the methods and doctrines of the other traditional 
schools, mainly on empirical grounds; who usually are, or think they 
ought to be, engaged primarily in empirical research (statistical or 
otherwise), which they regard as a more valuable contribution to 
economics than long chains of deductive reasoning; who, in the main, 
emphasize the importance of diversity and of change in the economic 
subject matter and therefore the relativity of economic descriptions; 
who sometimes have attempted to replace the static laws of the 
maximizationists with laws of historical development; who, whether 

1. Capital, Vol. Ill, pp. 415-20, 448-9, 730-32, 759. 

2. Ibid,, Vol. Ill, Chap. IX. 
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or not they reject the traditional distinction between economics and 
the other social disciplines, explain economic phenomena and their 
changes partly in terms of social, political, or legal influences; and 
who, finally, stress the bearing of these socio-historical influences upon 
the economic views not only of laymen but of economists themselves. 
Some of these tenets are more in the nature of an ideal program* than 
a realized achievement.^ The school’s philosophy has been well 
epitomized by one of its early members, Richard Jones:" If we wish 
to make ourselves acquainted with the economy and arrangements by 
which the different nations of the earth produce or distribute their 
revenues, I really know but one way to attain our object, and that is 
to look and see.”* Among the most frequently cited representatives 
of the historical school may be mentioned Friedrich List, Wilhelm 
Roscher, Bruno Hildebi'and, Karl Knies, Gustav Schmoller, Lujo 
Brentano, Georg F. Knapp, Karl Buecher, Werner Sombart, and Max 
Weber of Germany; Richard Jones, Thorold Rogers, Thomas Tooke 
and William Newmarch, Walter Bagehot, T. E. Cliffe-Leslie, Arnold 
Toynbee, W. R. Ashley, William Cunningham, John K. Ingram, and 
Sidney and Beatrice Webb of England; J. C. L. S. de Sismondi, 
Georges d’Avenel, Emile Levasseur, and Henri S4e of France; and 
Thorstein Veblen, John R. Ccanmons, Robert Hoxie, Walton Ham- 
ilton, Wesley C. Mitchell, and Gardiner C. Means of the United 
States, all of whom (despite important differences) have been called 
at some time or another “institutionalists.” If such writers as William 
Petty or the mercantilists, Colbertists and cameralists are classified 
as historical economists, this school is indeed of early origin. 

Numerous differences exist among the various branches of the 
school, which cannot be considered here. Emphasis will be on their 
common features, though the institutionalists will be used as the 
example closest at hand. The term “sociological school” may be used 
synonymously with “historical school.” 

Historicism should be distinguished from historical literature. 
Some of the best contributions to historical literature have been made, 
of com-se, by economists equally well or better dashed into other 


3. E.g., Wilhelm Roscher’s Orundriss zu Torksim^m ue&er die Staatewirt- 
sausft (Goettingen: Dieterichsche Buchandlung, 1847) or various essays in Rex- 
forf G. Tugwell (ed.), The Trend of Economica (New York: Alfred A. Knopf 
1924)* Tii6 Iflttor often substitutes **will*^ for '*should.’^ ^ 

, Iceen interest in social reform also characterizes many historical econo- 
mistSj but this is irrelevant to the present essay. 

s. Introd^ory Lecture on Political Economy” (1833), in his LOeran 
Remains (lk>ndDa: John Murray, 1859), pp. 568-9. ^ 
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schools.® And some of the most important TOitings of the major 
historicists have been little more than economic histories or statistical 
compilations, which are not necessarily inconsistent with the theoret- 
ical doctrines of other schools. To qualify as a historicist, however, 
it is more necessary that one have the empirical viewpoint than that 
one contribute to empirical research. For this reason, although all 
empirical surveys may be regarded as part of historical literature, 
only those economists who have expressed a pro-empirical theory in 
some part of their writing, even if it is no more than a brief article or 
the preface to an empirical study, will be regarded here as historicists. 

The historical school, like the two others, covers the entire range 
of economic theory, but is here examined primarily in relation to the 
distribution problem. An examination of the writings of historical 
economists reveals a paucity of efforts, however, not only in defining 
but also in dealing with the distribution problem as a general and dis- 
tinct problem of analysis. The reasons for this may be found in the 
nature of the historical viewpoint and include the following: 

First, most historicists have an extreme distrust of theoretical 
reasoning; they are more interested in extrovert fact finding than in 
methodological self-consciousness and are impatient to *%ok and 
see’’ rather than to spend time in preliminary clarification of what 
they are to look for and how they are to look for it. 

Second, even to the extent that they clarify their problems, the 
problems to which their empirical bent inclines them are considerably 
less abstract than that of “capitalist distribution.” It is the multi- 
tudinous varieties and evolutionary changes in capitalism and in 
capitalist distribution rather than the features shared by these phe- 
nomena in common or within capitalism’s private market sector which 
historicists regard as meaningful subjects of investigation. Without 
a set of special lenses it is easier to look at, and to find data on, wages 
in the automobile industry in Detroit in 1949 than to examine wages 
in capitalism. 

Third, to the extent that the historicists deal with general prob- 

6. E.g., Adam Smith on the mercantile system in the Wecdih of Nations and 
on social mores in The Theory of Moral Sentiments, T. E. Malthus on the standards 
of living of various nations in the second edition of his Principle of Population, 
J. S. Mill on land ownership systems in his Principles of Political Economy, W. S. 
Jevons on The State in Relation to Labour, Alfred Marshall on Industry and Trade, 
E. T. Ely on Property and Contract in Relation to the Distribution of Wealih, or 
P. W. Fetter on The Masquerade of Monopoly; and J. C. L. S. de Sismondi on 
business cycles, Friedrich Engels on The Condition of the WorMng Class in Great 
Britain in 18^., or Karl Marx on “the m3rth of primitive accumulation” and on 
the struggle for the ten-hour day in Volume I of Capiial, 
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lems, their subject matter usually consists in what are called ‘^economic 
institutions,” which cut across the problems of the other traditional 
schools.^ 

Fourth, even to the extent that the traditional divisions are 
recognized, many historicists regard the traditional problems of value 
and distribution as relatively unimportant. Thus Wesley C. Mitchell 
predicted, with implied approval: “Another change that will come 
over economics is the recession of the theoiy of value and distribution 
from the central position it has held ever since the days of Ricardo 
to make room for the theory of production.”® 

Fifth, historical writers of a theoretical bent are clearer in their 
criticisms of traditional theories than in their positive views. After 
demolishing the theoretical structures of their opponents, some of 
them, when they attempt to present their own doctrines, are so dis- 
cursive, complex, incoherent, or vague that it is impossible to sum- 
marize their positions. Others, when they seem on the verge of pre- 
senting a clear definition, a general unif ormity, or a “realistic” theory, 
will suddenly relapse into one of several devices which leave the reader 
in the same negative state he was in when the “unrealistic” edifices 
were demolished. One such device is to “define by example” — to 
substitute a particular datum for a general concept. Another is to 
“define by contrast” with the wrong theoiy, thereby telling us once 
more what the correct theory is not, rather than what it is. When 
confronted with the problem of explaining some specific phenomenon 
(e.g., the wage rates of automobile workers in Detroit in 1949) a 
favorite device is that of presenting a “historical background,” which 
may be long or short in chronology, wide or narrow in geography, and 
remote or direct in relevance; which often assumes that ante hoc ergo 
creandum hoc; and which usually neglects to show how the historical 
background as described necessarily produced the phenomenon in 

7. Thus one may cite Brentano on Der ArheitergiMen der Gegenwart; or 
Sombart on Der Bourgeois, Luxus und Kapitalismus, and The Jews and Modem 
Capitalism; or Weber on Wirtschaft und Gesellschaft and The Protestant Ethic and 
the Spint of Capitalism; or Veblen on The Theory of the Leisure Class, The Theory 
of Business Enterprise, Absentee Ownership, and The Instinct of Workmanship; or 
Commons on The Legal Foundations of Capitalism, The Principles of Labor Legis- 
UUion, and Institutional Economics; or Handlton and May on The Control of Wages; 
or Berle and Means on The M<Hiem Corporation and Private Property; or Wesley C. 
Mitchell on Business Cydes, The authors of these studies are not specifically 
concerned with the effects of the institutions or laws examined upon value, prices, 
wages, rent, interest, and profits; their concern may be considerably narrower or 
broader. 

8. “The Prospects of Economics, in Eexford G. Tugwell (ed.). The Trend of 
Econoniics (New York; Alfred A. Knopf, 1924), p. 29. See also articles by Walton 
H. Hamilton, cited in footnote 4 on p. 441 above. 
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question rather than some other phenomenon. Such theoretical defi- 
ciencies are not surprising in economists who are suspicious of ratio- 
cinative processes and feel more at home in empirical research. 

Finally, those economists allegedly members of the historical 
school who do present a relatively clear, positive system of doctrines 
generally turn out to belong (at least as appropriately) to some other 
school of distribution theory. Some, like the later Roscher or John 
Neville Keynes, are quite as much maximizationists as historicists. 
Others, like the Webbs, J. A. Hobson, Franz Oppenheimer, or H. D. 
Dickinson, fall as readily into the property school.® 

What, then, may we conclude, first, as to the nature of the ulti- 
mate problem of distribution as viewed by the historical economists? 
It is legitimate for us to depict this problem, from the historicists' 
view, as being identical with that of the other schools, (a) The fact 
that some historicists, in practice at least, indicate an unwillingness 
to accept the legitimacy or importance of the distinction between the 
problem of distribution and other problems (e.g., production) con- 
stitutes no serious difficulty here. The distinction mentioned accords 
with pragmatic issues and popular usage, it is accepted by most 
economists as having heuristic value, and its acceptance does not 
negate the possibility that there may be other fruitful modes of divid- 
ing economic phenomena — e.g., by type of institution, (b) The 
fact that many historicists do not regard the distribution problem as 
important leads, at most, to the inference that the present essay is 
unimportant. It has often been pointed out, however, that the fact 
that market transactors themselves regard the question as important 
(e.g., collective bargaining disputes or the attitude called “keeping 
up with the Joneses") does make the question important and from the 
historicists' own “behavior" viewpoint, (c) Some members of this 
school may object to using the term “distribution theory" in the 
statement of the ultimate problem and wish to substitute “study 
of distribution" instead. This change is entirely acceptable here, 
although the term theory as used above is intended to include empir- 
ical as well as deduced generalizations, (d) Finally, some may wish 
to emphasize that there is not a single distribution problem with a 
single general solution but a host of small distribution problems re- 
quiring a host of discrete analyses. This change also is acceptable, 
although the term problem as used above is intended to include the 

9. The latter group of economists could also be clarified, with Schmoller, 
Rudolf Stolzmann, Karl Diehl, Commons, or Paul Schroeder, into a fourth school, 
which may be called the “power school.” This is not one of the traditionally 
recognized major schools and therefore is not considered in the present essay. 
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entire field within which numerous problems can be found, and is not 
intended to prejudge a monistic solution. The ultimate problem of 
disfribution theory to the historical economists, then, may be regarded 
as identical with that of the maximizationists and Marxists. 

But what can we say of the working problem of the historical 
school? From some of the statements on economic methodology by 
historicists, especially their strongly expressed antipathy toward 
a priorism, it is ea^ to get the impression that their working problem 
is identical with the ultimate problem. This unqualified idertifica- 
tion is tenable, however, less as a description of their actual behavior 
than as a description of the description which some of them apply to 
their behavior. True, their suspicion of deductive theorizing and 
categorizing leads them to avoid the conscious narrowing of their 
inquiiy by the conscious adoption (in advance of the major part of 
their fact-gathering activities) of a set of straitjacketing assumptions. 
To the extent that they succeeded in following this tabula rasa ap- 
proach, they would be left to grapple with the huge, formless, Protean 
mass constituting the economic subject matter, equipped, at best, 
with bare hands, native intelligence, and will power. Fortunately, 
they do make assumptions or continue to entertain assumptions 
acquired during their previous education and experience, exactly like 
the theorists whom they disparage. But to the extent that these 
assumptions are made unconsciously (on the further assumption that 
they are making no assumptions) the extreme historicists increase 
their probability of error relatively to that of self-conscious theorists. 

In practice, then, historical economists like any others attack 
their problems armed with assumptions, -which tend to limit those 
problems themselves. Thereafter, they usually proceed to follow one 
of three courses of action. One is to break off a piece of the subject 
matter, small in space, duration, and other dimensions; examine it 
minutely; and conclude that it is very difficult, for a number of reasons 
to generalize from it. A second is to compile statistical and other 
data concerning somewhat larger areas of the subject :^atter, e.g., 
time series on prices, interest rates, or wages, which are useful in pro- 
portion as they can test pre-existing hypotheses, generally those 
advanced by the members of other schools, and thus lead to less 
objectionable new ones. And a third is to discourse theoretically, 
unsystematically — and at times brilliantly — on certain alleged 
social uniformities of broad scope, touching occasionally upon their 
effects on income distribution. 

Whether the working and ultimate problems of historicists are 
identical reduces itself then to the question whether the uniformities 
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which they seek by these three procedures are in any way more con- 
crete than uniformity in the abstract which all scientists in the field 
are bound to seek anyway. One method of achieving this concrete- 
ness is to select only certain types of uniformities and ignore others. 
A second is to concern one’s self with all or most uniformities but to 
divide them into distinct, clearly defined types and work on each 
somewhat independently. Both methods, while introducing con- 
creteness into the problem and providing a criterion as to procedure 
in handling it, constitute, be it noted, an a priori delimitation of the 
scientist’s procedure from the time of their adoption onward. 

Most historical economists follow either or both practices to some 
extent, especially the American institutionalists, in so far as they center 
their analyses around institutions and their attendant laws, customs, 
conventions, traditions, folkways, mores, and the like. But the actual 
degree to which they channel their working problem definitely and 
clearly varies greatly from one economist to another. The term insti- 
tution is highly ambiguous and institutionalists are rather wary of 
defining it, as they are anything else. They have described institu- 
tions variously as “settled habits of thought common to the generality 
of men” (Veblen), “collective action in control of individual action” 
(Commons), “segments of social behavior predominantly ceremonial 
in character” (Clarence E. Ayres), etc. Some have identified as insti- 
tutions the family, state, church, industrial technology, private prop- 
erty, free contract, business enterprise, political democracy, national- 
ism, trade unions, business associations, naarket structures and agree- 
ments, absentee ownership, advertising, the keeping of accounts, con- 
spicuous consumption, monetary system, imperialism, business cycles, 
and membership in the Elks or Masons. Of these social uniformities 
it will be noted that some result from imitation of others past and 
present, some from coercion by the state, some from pressure by large 
organizations on non-members, some from discipline imposed by 
organizations on their own members. Business cycles occasionally 
are referred to as institutions, though whatever uniformities they 
possess are no more habitual or voluntaristic in origin than are attacks 
of hay fever. Thus some Mstoricists may include under institutions 
practically all types of social uniformities except those resulting from 
natural constants, from acts of rational choice, from mutual interac- 
tion of conflicting individuals (e.g., orthodox laws of equilibrium), and 
from chance. 

Yet many historicists regard “constants in human nature” as 
either very restricted in number, or as institutions unrecognized as 
such by those who follow them, or as propensities which materialize in 
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institutions or which can be prevented from materializing by other 
institutions (e.g., Veblen’s “instinct of workmanship”) . Many regard 
rationality as quite uncharacteristic of the human species or as an 
“enlightened common-sense” which itself is rooted in institutions of 
time and place. The theory of an unplanned balancing of opposed 
forces, such as the orthodox laws of static equilibrium, historicists 
dismiss at best as an abstraction of certain tendencies imcharacter- 
istic of the dynamic, nonteleological processes in the real economy. 
And finally, many historicists, especially of the statistical branch, 
broaden their subject matter to include all uniformities of economic 
life capable of quantitative measurement, whether or not the imi- 
fonnities are called institutions and regardless of the source of the 
uniformities. 

One may conclude, then, that the historicists’ working problem 
of distribution consists in the study of (a) social uniformities of a 
quasi-voluntaristic nature (institutions, laws, and customs), (b) social 
uniformities resulting from voluntary acts of large social groups (e.g., 
wars, revolutions, collective bargaining, monopolistic agreements), 
and (c) other social uniformities which can be expressed at least partly 
in statistical terms (e.g., business cycle series, such as rigid and flex- 
ible prices), in so far as these three types of uniformities and their 
changes and varieties throw light upon the apportionment of the total 
product in a private market system. The degree to which this work- 
ing problem, in contrast with the ultimate problem, achieves concrete- 
ness without a corresponding loss of generality of scope, varies con- 
siderably from one historicist to another, depending on his breadth 
of interest, his ability to distinguish the various tjqres of social 
phenomena, and his ability to construct a general framework for 
his system of ideas. 

That some historicists do possess a working problem and working 
assumptions of some concreteness, like the members of other schools, 
may be shown briefly by citing the issue of personal or institutional 
versus fimctional distribution, which pervades much of the historical 
literature, thou^ the terms mentioned are not always employed. 
Historicists have inasted that a given division of incomes cannot be 
explained more than superficially by reference to the functional cate- 
gories of labor, capital, land, and enterprise; that one must look be- 
hind these categories for the social influences which determine why 
some individuals and not oth^s poss^ capital or land, or are able 
to act as enterprisers, as practitioners of professions, or as skilled 
workmen. For this purpose one must examine the institutions and 
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laws of mheritance, taxation, education, and the like.^ The maximi- 
zationists’ main reply, of course, is that the historicists have rambled 
outside the borders of “economic causes.” But the issue is fairly con- 
crete and implies some concreteness of assumption on both sides. It 
cannot be denied, however, that the historicists on the whole have not 
proceeded very far in the construction of a ssrstematic body of work- 
ing assumptions and consequently of a systematic body of doctrine. 
Their working problem is stiU disappointingly close to the ultimate 
problem, giving them much freedom but also much bewilderment as 
to what to do with it. 

Finally, the historical economists have their own peculiar ways of 
dismissing the theories of their opponents, one of the most effective 
(borrowed from the Marxists) being to regard these theories histor- 
ically as “ideologies,” expressing the institutionally molded desires 
of the social classes or groups to which the economists in question 
belong, and reshaping, in turn, the customary beliefs and actions of 
the community.® The theories of maximizationists and Marxists 
are thereby relegated to the sphere of causes and effects constituting 
the subject matter of economic study; thus there is no need to con- 
sider them as rival descriptions of that subject matter. 

V 

The terms “isolationism,” “exclusivism,” or “narrowness,” used 
here as roughly synonymous, are not intended to apply in equal degree 
to each school as a whole or to its members. Isolationism may be 
analyzed into at least four distinct components, with respect to (a) the 
range of phenomena examined, (b) the range of methods used, (c) the 
frequency of communication with other schools, and (d) the tenacity 
with which assumptions concerning the first two, and conclusions 
derived from them, are held. Estimates of isolationism are extremely 
difficult to make in quantitative terms, particularly for a school as a 
whole and in all four respects combined. However, several observa- 
tions can be made which appear capable of substantiation. With 
respect to the range of phenomena, more specificaliy, the range of 

1. The controversy between the Marxists and maximizationists over “primi- 
tive accumulation” is a special subdivisbn of the same issue. 

2. “The notion of a hypothetical equilibrium which would result if certain 
theoretical requirements were fulfilled is introduced [in this book] only m a limited 
way; and not because it is a description of tendencies actually operating in the 
world, nor because the authors believe that orthodox theory provides an adequate 
tool of analyffls, but because the ideal of equilibrium has had a profound effect 
upon economic behavior.” (Donald W. McConnell and Others, Economic Bekae- 
ior, revised ed., Boston: Houghton MifiSin Co., 1939, p.vi) 
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causal influences on market distribution, the historical school appears 
to be broader than the Llarxian school and the latter broader than the 
maximization school. The frequent accusation by the maximization 
school that the historical economists and to a lesser degree the Marx-, 
ists are largely ^^sociologists” is an indication of this fact.® With 
respect to the variety of methods actually used, there is no preponder- 
ant difference visible among the schools. Maximization and property 
school members have contributed some of the best empirical studies 
to the science (p. 459, note 6, above). On the other hand, one finds 
deductive reasoning developed to a fine degree in the writings of Max 
Weber, Thorstein Veblen, Arthur F. Bums and Wesley C. MitcheU.** 
Karl Marx used theoretical (including mathematical) ‘and historical 
(including statistical) techniques while among contemporary Marxists 
are to be found theoreticians like Maurice Dobb and empiricists like 
, Juergen Kuczynski. 

With respect to intercommunication, the three schools have 
always been avrare of one another at their fringes; bold members of 
each have repeatedly sallied forth to inspect, learn from, or demolish 
the outlanders and at times open warfare has broken out among them. 
Thus a sizable ^'exogenous” literature has accumulated, in which 
may be included the Meihodenstreit led by Monger and SchmoUer; 
the ^‘original accumulation” issue; the controversies among the Marx- 
ists, Austrians, Fabians, and Revisionists from about 1890 to about 
1920; and the, running disputes on economic psychology, control, 
rigid prices, and the like between the institutionalists and the maxim- 
izationists in the United States from about 1900 onward.® But this 
critical literature is not quite the same thing as intercommunication. 

3. One of the most persistent as well as sophisticated of those distinguishing 
between “economies” and “sociology” along the lines indicated is Joseph Schum- 
peter. See, e.g., his “Das Gnmdprinzip der Verteilungstheorie,” Archiv fCtr 
Soeialwissenschaft und Sozialpoliiik, XLIl (1916-7), 16-26 and his “The Commu- 
nist Manifesto in Sociology and Economics,” Journal of Political Economy, LVII 
(1949), 203-4. 

4. See, e.g., the last two authors’ Measuring Business Cydes (New York: 
National Bureau of Economic Research, 1946). 

5. Of the handful of recent books largely of an exogenous nature in the field 
of distribution theory there may be mentioned those of the maximizationist Joan 
Robinson, An Essay on Marxian Economics (London: MacmiUan and Co., 1942); 
the Marxists, Maurice Dobb, Political EcoTwmy and Capitalism (2d ed. ; New York : 
International Publishers, 1945) and Erich Roll, A History of Economic Thought 
(New York: Prentice-Hall, Inc., 1942); and the historicists Clarence E. Ayres, 
The Theory of Economic Progress (Chapel Hill: University of North Carolina 
Press, 1944) and Richard A. Lester and Joseph Shister (eds.), Insights into Labor 
Issues (New York: The Macmillan Co., 1948). Some of the authors in the latter 
study, however, appear to be basically maximizationists, criticizing from within. 
The periodical literature is too large to cite here. 
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To a large extent it is written by the members of a school (usually a 
minority school) for perusal by other members of the same school, 
and consists largely in the demonstration that the worldng assumptions 
of another school (usually the dominant school) are inconsistent with 
their own. “Isolationism’’ with respect to communication consists 
more in unwillingness to receive than to give criticism, and as such is 
much more difficult to estimate. 

All three schools have shown at times extreme intolerance toward 
criticisms by others, although the present day maximizationists and 
historicists, at least in the United States and England, are far more 
receptive than the Marxists, whether inside or outside the Soviet 
orbit. Nevertheless only a small proportion of the articles published 
by the western economic journals are critical of the school to which 
the editors and readers on the whole belong. 

Finally, judging narrowness by obstinacy in adhering to doctrines 
is also a difficult task, especially since it begs the question whether 
the obstinacy persists in spite of the error or because of the truth of 
the doctrines held. In number of changes of doctrine during the past 
century, the maximization school probably takes the lead. Some of 
its changes have resulted from criticisms by the other schools, but it 
has not always acknowledged its debt. For example, J. M. Clark has 
observed: “The marginal theories of distribution were developed after 
Marx; their bearing on the doctrines of Marxian socialism is so strik- 
ing as to suggest that the challenge of Marxism acted as a stimulus 
to the search for more satisfactory explanations.”® Similarly, there is 
reason to believe that the development or acceptance of the imper- 
fect and monopolistic competition theories was stimulated by the 
historicists’ criticisms of the competitive assumptions of maximiza- 
tion theoiy prior to about 1930. A considerable gulf also divides the 
views of historicists of today from those of a century ago, or even from 
Veblen and The Trend of Economics, probably reflecting in part the 
benefit of maximizationist criticisms. Many present day institu- 
tionalists seem to be by temperament and by virtue of their own his- 
torical philosophy as open-minded as economic scientists should be. 
But their paucity of broad, positive generalizations and the gaps in 
continuity among the various branches of the school (e.g., the Schmol- 
lerites and Veblenians) make it difficult to speak of actual changes in 
view (as distinct from variation in subject matter) of the same group. 
No individual reversals of doctrine have appeared among the his- 
toricists comparable to, say, those of the maximizationists J. S. Mill 
or A. C. Pigou. The Marxists alone, admittedly, have learned nothing 

6. “Distribution,” Zoc. dt, III, 170; Readings, pp. 64-5. 
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and forgotten nothing in the field of capitalist distribution theory.^ 
They justify their tenacity, of course, on grounds of the fundamental 
accuracy of the Marxian system. 

Despite some intercommunication and doctrinal change, the 
schools have succeeded m preserving their independent existence for 
over a century; if interpreted broadly, they go back approximately 
to the beginning of capitalism. The maximizationists have been the 
leading school during most of the past century in western Europe and 
to a lesser degree in the United States. The historicists have been 
dominant in Germany during approximately the same period. And 
Marxian economics has been the official doctrine in the Soviet Union 
for the past thirty years. When the schools have yielded to change, 
it has usually been on what its members and critics regard as unessen- 
tials. The changes seem to have been made not in the conviction 
that critics outside the school were right but that the doctrine thereby 
has gained so in elegance that it removes the ground beneath the 
critics' feet and makes further discourse with them unnecessary. 

VI 

The origin of this exclusiveness is a difficult problem in the soci- 
ology and psychology of ideas, as well as in scientific methodology, 
and can only be touched on here. No implication has been intended 
above that the ‘‘oyster” tendency on the part of the schools arises 
from the same sources for all economists and all schools equally. The 
prolonged differences among the schools, like any other differences in 
ideas, may be explained in terms of influences that are either extrane- 
ous or integral to the field of inquiry and are either motives (conscious 
or unconscious) of the theorists or conditions faced by them. To 
what extent the insularity of the schools originates in extraneous 
motives, especially those of a political nature, is a particularly touchy 
issue, and may lead to the type of name-calling which the Marxists 
especially have made so familiar in their ideological warfare. The 
motives which contribute to the discovery or acceptance of an idea 
probably are extremely diverse, numerous, and complex in most cases, 
and never fully known to the economist himself. But no matter how 
foreign or germane to the field of inquiry nor how base or laudable the 
motives may be, they have no necessary bearing on the scientific 
adequacy of the idea. That the contemporary Marxists' motives in 
the arts and sciences are largely of a political nature is no secret; they 

7. “^ey have admittedly learned from bourgeois economists in other fields: 
e.g., Lenin's avowed acceptance of Hobson’s thesis on imperialism. But even this 
was an addition, not a reversal 
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are the first to admit this, in their proclamations of “proletarian art’^ 
and “proletarian science.” That political influences affect the other 
economic schools is admitted without equivocation by some of their 
more seK-conscious members, at least among the maximizationists.® 
Regardless of motives, the maximizationists^ definition of economic 
science and its problems in such a fashion as to exclude as sociology 
the question of the influence of property and other institutions on 
economic phenomena diminishes the tendency of economists to blame 
those institutions for any allegedly undesirable economic phenomena 
and to adopt the notion that the institutions are natural and incapable 
of improvement by human intervention. In other words, the accept- 
ance of institutions as inviolate “data” in economic methodology 
tends to encourage their acceptance as inviolate “data” in social 
praxis. If an economist did blame institutions or recommend changes 
therein he would have to do so, apparently, as an applied sociologist 
rather than as an applied economist. This statement, to repeat, refers 
to a result, not a purpose, of maximization doctrine. Conversely, 
historical and Marxian economics have the effect, apart from their 
respective motivations, of directing the economist's attention, while 
stiU an economist, to socio-political phenomena as possible explana- 
tions of undesirable economic phenomena. To some unknown but 
positive degree, these pragmatic consequences of the methodological 
positions of the three schools coincide with the conscious or uncon- 
scious political motives of their members. 

Motives other than political, though still extraneous to the 
immediate problems of economic methodology, also have some influ- 
ence on the methodology of economists. Inertia, fear of change, 
hero-worship, the pleasure of communication with kindred spirits 
rather than arguing with opponents, the desire to be on the winning 
side, the pecuniary impulse — these are just a few. The Marxists' 
conservatism in theory is required to some extent by their extremism 
in action. Economic seff-iaterest undoubtedly influences some econ- 
omists to follow the maximization school in the United States; the 
same motive, plus fear of personal safety, influences others to follow 
the Marxian school in the Soviet Union. On the other hand, ^ym- 

8. Thus A. C. Pigou has said: “It is not wonder, but the social enthusiasm 
which revolts from the sordidness of mean streets and the joylessness of withered 
lives, that is the beginning of economic science.” Economies of Welfare (4th ed., 
London: The Macmillan Co., 1932), p. 5. Or J. Schumpeter: “thou^ we proceed 
slowly because of our ideolo^es, we might not proceed at all without them.” 
(“Science and Ideology,” American Economic Review, XXXIX [1949], 359.) 
See also Guimar Myrdal, Das politische Elemerti in der naiional-oekonomisclim 
DoktrinbUdung (Berlin: Junker und Duennhaupt, 1932). 
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pathy for the weaker side, or psychic abnormalities (the ''Oedipus 
complex/’ "neurotic aggi^essiveness”)? or the hope of gaining on the 
"wave of the future,” or the wish to be different may induce econo- 
mists to join the unpopular school. Once an economist has joined a 
school, his habits, desire to maintain face, loyalty to his comrades, 
etc., tend to keep him there. For mature economists a change of 
methodological Weltanschauung, in contrast with a change in doctrine, 
is almost equivalent to a change in personality. Indeed methodolog- 
ical differences such as those between the maximization and historical 
economists are in part "a conflict between two kinds of work, between 
men of different intellectual inclinations. . . . 

But there are other sources of exclusivism which appear to be 
inherent in scientific activity. One consists simply in the desire to 
find the most efficient method for achieving scientific objectives. All 
economists to some degree have this motive, i.e., recognize the "rules 
of the game,” no matter how strong their extraneous motives may be.^ 
A second is the scientific desideratum of concreteness in problem and 
assumptions. On the one hand, the scientist strives to expand his 
working assumptions to meet the requirements of his ultimate prob- 
lem. On the other, his working problem and assumptions must retain 
concreteness if he is to do any work at aU. The method followed by 
some historicists in accomplidiing the first of these consists in increas- 
ing the abstractness of their working assumptions (in the sense of 
expanding their breadth of coverage) by rejecting the method of 
abstraction (in the sense of selection of the important and removal of 
the unimportant). Claustrophobia here is cured by galloping off in 
all directions. On the contraiy, as has been pointed out by maximi- 
zation economists at least from J. S. MiU onward, simplified models 
are necessary in most, if not all, theoretical sciences.® Practising 
historicists themselves, it was shown above, have had to concretize 
their problem and method. This particularization, when done differ- 
ently by different economists, contributes toward the insularity of 
the schools. 

9. J. Schumpeter, '^Epochen der Dogmen- und Methodengeschichte,” in 
S. Aitmann and Others, Grundriss der Sozialoekonomik, I Abt: Wirtschaft und 
Wissemchaft (Tuebiagen: Verlag von J. C. B. Mohr, 1914), p. 106. 

1. The difference between “scientific” and “extraneous” motives is far from 
precise, especially since motives metaphysically presuppose others in an indefinite 
series. Ask a scientist why one method is more efficient than another, and you 
force him to appeal to criteria which you may then call “extraneous”: e.g., the 
“aesthetic” criterion of “simplicity.” 

2. J. S. Mill, “On the Definition of Political Economy"' (1836), in his Essays 
on Some UnseSUed Questions of Political Economy (London: John W. Parker, 1844), 
pp. 138-41, 145-6. 
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A third methodological source of insularity is the isolation required 
by the scientist during his positive operations in constmcting and 
refining his system of ideas and collaborating vdth empiricists or con- 
ducting empirical studies himself to test his hypotheses and conclu- 
sions. Most criticisms of his theories, he finds, come from colleagues 
whose structures closely parallel his own; his answers to them, there- 
fore, facilitate rather than hamper his positive operations. On the 
other hand, to bother 'mth external critics means to turn aside from 
building the edifice to securing the foundation, from conception to 
preconception, from a seemingly major to a seemingly subsidiary task. 

A final methodological source of isolationism consists in the limits 
to the verifiability of propositions and assumptions in a complex and 
nonexperimental science like economics. A theory may be accepted 
or rejected in terms of whether it successfully runs the gauntlet of 
being (1) logically meaningful, rather than tautological or self-con- 
tradictory, (2) consistent with other accepted propositions, (3) empir- 
ically meaningful, i.e., expressed in terms making possible comparison 
with data, (4) practically capable of empirical test, i.e., whether the 
necessary data are, or can be readily made, available, and (6) actually 
tested by data. In none of these steps can one dispense with what is 
called theorizing or abstract reasoning, and an identical proposition 
may be declared defeated in every roimd by one economist while 
another equally competent economist at the end of the fifth round 
may judge it victorious. To take the fifth stage alone, our economist, 
whose theory appears to correspond with a series of data, may be told 
that the correspondence is accidental, due to changes in factors which 
he allegedly assumed to be constant; on the other hand, ii his theory 
appears to be belied by the data he may answer that other thmgs did 
not remain equal. Given the lack of controlled experiment, the data 
readily available are rarely in the proper form or adequate amount 
(especially in length of time series) to lead to reliable conclusions on 
issues which economists would call important. One assumption pre- 
supposes other assumptions in an indefinitely long chain; economic 
science may push back the borders of ‘‘meta-economics” by subjecting 
assumptions to empirical test, but an area of assumptions, not immedi- 
ately verifiable, probably vrill always exist, providing room for oppos- 
ing systems of theory which cannot for the moment be brought into 
genuine conflict or reconciliation. 

VII 

The conclusions which this paper has attempted to establish may 
be summarized as follows: Each of the three traditional schools of 
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econosoiic theory, though objectively a rival to the others in seeking a 
solution to identical ultimate problems of economic science, regards 
its members, on the whole, as the only genuine economic scientists 
and its operational problems and assumptions as the only legitimate 
problems and assumptions of economic science. Each school presents 
its doctrines not merely as the best but as the only available solutions 
not only to its own operational problems limited by its own operational 
assumptions but to the ultimate problems shared by all schools in 
common. Each school regards the other schools, to the extent that it 
regards them at all, from the viewpoint of its own operational prob- 
lems and assumptions, and banishes them, therefore, from the terri- 
tory of “economics,’’ or of “science,” or of both. Each school, although 
objectively a rival to the others, by envisaging its working problems 
as being identical with the ultimate problems, by substituting, that is, 
its own means for common ends, has established, in effect, a set of 
rules which disqualifies the other schools at the start and guarantees 
its own victory. 

In the present essay these propositions have been examined in 
relation to only one problem (or set of problems) of economic theory — 
i.e., value and distribution. But this problem, interpreted broadly, 
is itself of sufficient breadth (if not also of suflScient importance) that 
the attitudes of the traditional schools toward it adequately represent 
their attitudes toward the problems of economic theory in general. 
The same conclusions here drawn concerning the three schools apply 
in much smaller degree to the attitudes of branches toward other 
branches within each school (the Marxian sects constituting an excep- 
tion). Although the branches (e.g., monopolistic and imperfect com- 
petition within the maximization school) define their working assump- 
tions differently from each other, communication among them is 
sufficiently close so that the working problem of each, in the sense of 
assumptions examined (not in the sense of assumptions employed) may 
be said to be practically identical with that of the others. 

The exclusivist attitude, it is granted, varies considerably in 
degree from one school to another and from one economist to another. 
But a certain amount of it is clearly noticeable in all the traditional 
schools and in the majority of economists. This residue of exclusivism 
is in part a necessary good, in part a necessary evil, and in part an 
unnecessary evil. 

It is a necessary good in the sense that it is required by scientific 
method, first (1) insofar as “charlatans,” “rationalizers,” “mystics,” 
or “reformers” are excluded while “pure scientists” are included, or 
insofar as “sociologists,” “political scientists,” “psychologists,” or 
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‘‘historians'' are excluded while “economists" are included. Nothing 
in the present essay is intended to belittle the importance of these 
distinctions. But any person who asserts that certain individuals are 
not economic scientists but belong in some other category distasteful 
to them must be prepared to shoulder the burden of proof in meeting 
the charge of slander. And he may not base his argument entirely on 
his own definitions of terms — quoting himself as his authority — 
unless he wishes to convince us all the more of his solipsistic attitude, 

(2) Exclusivism is methodologically desirable, insofar as con- 
creteness in problems and assumptions is desirable. But the scientific 
requirement of concreteness here means the need of some practicable 
limits to one's analysis; it does not imply simplification to any degree. 
On the contrary, in a broad and complicated field of inquiry one's 
working assumptions should be as numerous and complex as is prac- 
ticable, i.e., as is consistent with other scientific requirements. One 
such requirement limiting the number of assumptions is Occam's 
razor. This, however, comes into play only when alternative chains 
of assumptions of unequal length lead to identical or equally defensible 
conclusions. A second limitation is the capacity of existing scientific 
techniques (and the human brain) in handling assumptions; the multi- 
plication of assumptions beyond this capacity leads to intellectual 
indigestion. But simplified distortion is not necessarily preferable to 
incomprehensible accuracy. A dislike for both should lead to con- 
stant efforts to improve or replace existing scientific techniques to 
enable the manipulation of the more complex assumptions. The sci- 
entific techniques, moreover, do not necessarily consist exclusively in 
the techniques of the natural sciences nor in the ability to reduce phe- 
nomena to roathematical terms. And finally, the economist should 
not forget the restrictions on his workmg assumptions when he comes 
to his conclusions. It is not necessarily objectionable to postpone 
even indefinitely a revision of initially simplified postulates.® But it is 
unpardonable to state one's conclusions (or draw implications from 
them for pragmatic action) at the end of a theoretical study with an 
assurance greater than that with which the initial assumptions were 
presented or adopted. 

Exclusivism is partly a necessary evil. (1) Thus far in the history 
of social sciences, the strongest motives to research appear to have 
been the “extraneous" ones of political reform, personal advancement, 

3. Such as J. B. Clark’s ofteu quoted promise of a future study based on 
dynamic assumptions {The Distribution of Wealthy New York: The Macmillan Co., 
1899, p. ix) or Alfred Marshall’s modest reference to his theoretical treatise as “an 
introductory volume” {Principles of Economics, 8th ed., London, Macmillan and 
Co., Ltd., 1920, subtitle). 
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and the like, rather than the ‘‘indigenous” one of scientific curiosity. 
The same extraneous motives that are so potent in giving rise to new 
discoveries, unfortunately, also induce economists to hold on to out- 
worn ideas, to form cliques, to avoid facing new evidence. Partisan- 
ship is one of the costs of scientific progress. But it is a cost which 
itself retards scientific progress and should be reduced to a minimum. 

(2) Exclusivism is a necessary evil insofar as it is bred by the 
isolation required for the construction of systems of ideas. But the 
marginal utility of positive construction in solitude eventually falls 
below that of testing the foundations by exposure to external attack 
or criticism. 

(3) Exclusivism is a necessary evil to the extent that it originates 
in permanently or temporarily unverifiable assumptions and to the 
extent that such assumptions are unavoidable in economic inquiry. 
The persistence of meta-economics has been alluded to above. Autono- 
mous experimentation by society is much slower in yielding significant 
data for use via the method of difference than is controlled experi- 
mentation in the laboratory. Conceivably, the returns of empirical 
data for the solution of a problem may come in so slowly that the 
subject matter itself may expire (to say nothing of the scientist) before 
the problem is ever solved. Unless further considerable improve- 
ments in methodology are made similar to the recent developments in 
statistical sampling techniques, highly arbitrary theorizing will con- 
tinue to occupy a vast area of economic science. Within this area 
economists will continue to find room for the most diverse opinions 
without fear of disproof ; insularity is thus protected by unverifiability. 
But this constitutes no justification for clinging to unverifiable assump- 
tions when they can be replaced by verifiable ones. As the historicists 
especially have argued, it is highly doubtful whether such assumptions 
as “labor is the source or measum of all value” or “all transactors 
maximize their ends in relation to their means” possess, as they stand, 
empirical significance. The fact that certain imverifiable propositions 
cannot be replaced, for the time being, by verifiable ones, moreover, 
requires that they should be accepted not "with the assurance that 
springs from their temporary impregnability to empirical attack but 
rather with the caution that befits their lack of substantiation. 

Isolationism, finally, is to a degree a curable disease. (1) Nega- 
tively, it is a curable disease to the extent that, as has been mentioned 
immediately above, the methodological virtues of delimiting economic 
science and its problems and assumptions, and the necessaiy evils of 
extraneous motivation, solitary construction, and unverifiability of 
propositions, are carried beyond appropriate limits. The treatment 
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indicated here is the common acceptance of a line of division between 
the healthy operations in scientific method and their pathological 
excesses. 

(2) Positively, isolationism is a curable disease to the extent that 
the excesses mentioned originate in the operation of extraneous motives 
not on the discovery but on the preservation of ideas — motives such 
as political objectives, superiority attitudes, and inertia. The treat- 
ment indicated here is the obvious one of encouraging (not only in 
others but in ourselves) the old virtues of modesty, tolerance, and 
intercommunication, and of diminishing the force of the extraneous 
motives or of channeling them to invention rather than apologia. An 
economist may be judged as reasonably healthy to the extent that his 
working problem, in his actual operations, includes not only the con- 
struction of a positive system on the basis of his working assumptions 
but also an analysis of the alternative working assumptions of rival 
schools. 

The field of economic theory, during most of its independent 
existence, has been and still is the scene of a titanic battle of three 
powerful opponents (expressing different combinations of the the- 
oretical, apologetic, reformist, and empirical attitudes) who are locked 
in mighty struggle with their own individual working problems but 
who, for all the energy expended, seldom come to grips with each other. 
The broad area of indecisiveness in this battle provides a constant 
challenge to economists to improve the efficiency of scientific method 
as applied to their discipline, to dimmish their own insular tendencies 
insofar as scientific method permits, and to formulate a working prob- 
lem which is broad enough to accommodate their rivals on a common 
footing with themselves yet concrete enough to bring into focus their 
significant differences and to point the direction in which these differ- 
ences may be resolved. 

George J. ScHUiiLBR. 


Washington, D. C. 
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I. Introduction, 476. — II. Early contributions to general location theory: 
the evolutionary approach of Alfred Weber, 479. — III. PredQhl and the sub- 
stitution principle in location analysis, 482. — IV. The contribution of Hans 
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conditions of monopolistic competition, 494. — VI. The inter relation of trade 
and location theories, 502. — VII. Conclusion, 505. 

I 

“The difficulties of the problem depend chiefly on variations in the area of 
space, and the period of time over which the market in question extends; 
the influence of time being more fundamental than that of space. 

Thus spoke Marshall, in line with Anglo-Saxon tradition, and in 
the half-century to foUow, Anglo-Saxon economists were to hearken 
to his cry. Theoreticians of today are chiefly preoccupied with 
introducing the time element in full into their analyses, and the 
literature abounds with models of a dynamic nature. Yet who can 
deny the spatial aspect of economic development: that all economic 
processes exist in space, as well as over time? Realistically, both 
time and space must be vital considerations in any theory of economy. 
Unfortunately, however, aside from those of the monopolistic com- 
petition school of thought, particularly Chamberlin,® the architects 
of our finest theoretical structures have intensified the prejudice 
exhibited by Marshall. They continue to abstract from the element 
of space, and in doing so they are approaching a position of great 
imbalance.^ 

1. The author is indebted to the Social Science Research Council for finan- 
cial assistance, and to Professors A. P. Usher, G. Haberler and E. H. Chamberlin 
for many helpful suggestions. 

2. Alfred Marshall, Principles of Economics (8th ed.; London, 1936), Bk. V, 
chap. XV, sec. 1. 

3. E. H. Chamberlin, The Theory of Monopolistic Competitionj 1933; and 
Chamberlin’s doctoral dissertation deposited under the same title in the Harvard 
University library, 1927. In his doctoral dissertation Chamberlin treats the space 
factor somewhat more thoroughly and more as an integral part of his theory. See 
also S. Enke, “Space and Value,” this Joumalj LVI (August 1942), pp. 627-37. 

4. Outside of the field of monopolistic competition there have been scattered 
treatments by Anglo-Saxon theorists of certain aspects of space as an economic 
factor. For example, F. A. Fetter has treated space in “The Economic Law of 
Market Areas,” this Journal, XXXVIII (May 1924), p. 525; treatises on inter- 
national trade have attributed some importance to spatial resistances; rent 
theorists have been forced to recognize, however inadequately, the existence of 
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Let us consider, as an example, modern general equSibrium 
theory. This theory has not been molded in as dynamic a setting 
as have the several forms of partial analysis. Nevertheless, the 
latest contributors have concentrated their efforts on attacking the 
problem of time to the exclusion of that of space. Hicks,® Mosak,® 
Lange, ^ and Samuelson,® to name a few, have all treated an economy 
in which all factors and producers, commodities and consumers are, 
in effect, congregated at one point. Hicks, to be sure, begins by 
formulating the problem in a manner pregnant with spatial implica- 
tions: 

“It turns out, on investigation, that most of the problems of several vari- 
ables, with which economic theoiy has to concern itself, are problems of inter- 
relations of markets. Thus, the more complex problems of international trade 
involve the interrelations of the markets for imports and exports with the capital 
market. . . 

“ . , . The method of General Equilibrium, which these writers (Walras, 
Pareto and Wicksell) elaborated, was especially designed to exhibit the economic 
system as a whole, in the form of a complex pattern of interrelations of markets. 
Our work is bound to be in their tradition, and to be a continuation of theirs.® 

But actually he confines himself to a wonderland of no dimensions. 
Apparently he assumes markets to be perfect, one price ruling 
throughout each of them. Or, otherwise expressed, transport costs 
and other costs involved in movement within a ‘‘market’^ are assumed 
to be zero. In this sense the factor of space is repudiated, everything 
within the economy is in effect compressed to a point, and all spatial 
resistance disappears.^ 

space m the separation of immobile natural resources and markets; and so forth. 
But m these latter instances only passing attention has been given to this vital 
consideration, 

5. J. R. Hicks, Value and Capital (Oxford, 1939). 

6. Jacob L. Mosak, General Equilibrium Theory in Intermtional Trade 
(Cowles Commission Monograph No. 7, Bloomington, Ind., 1944). 

7. Oscar Lange, Price Flexibility and Employment (Cowles Commission 
Monograph No. 8, Bloomington, Ind., 1944). 

8. Paul A. Samuelson, Foundations of Economic Analysis (Cambridge, Mass., 
1947). 

9. Op, dtj p- 2. The words in parentheses are added. 

1. The explanation may lie in Hicks's sweeping rejection of monopolistic 
competition theory generally in favor of perfect competition, on the ground that 
the former introduces elements of indeterminacy, whereas his preference is for 
determinate solutions (op, dt., pp. 83-86). It is clear that Hicks fails to appre- 
ciate the spatial aspect of monopolistic competition theory; also the extent to 
which determinate solutions are obtained in monopolistic competition analysis 
through its consideration of the space factor. 

Professor Schumpeter has pointed out to me in conversation that one might 
maintain that transport cost is implicitly contained in production cost, and that 
the Hicksian analysis is thus sufEiciently comprehenave. My point is this: 
production theory, having gone beyond the mere statement that the producer 
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The approach to absurdity which is inherent in such a treatment 
is best illustrated by Mosak’s work, General Equilibrium Theory in 
International Trade — which is excellent in other respects. Although 
Mosak expands Hicks's analysis to embrace an international econ- 
omy, spatially speaking he is still dwelling within a dimensionless 
habitat. His study of the effects of international exchange, of 
unilateral payments, and of impediments to international trade,® can 
be interpreted as treating an anomalous and ridiculous field: a one- 
point world, which somehow or other is conceived as divided into n parts, 
representing n nations, between which trade and trade barriers exist? 

We may now consider the relations of general equilibrium theory 
to the general theory of location and space-economy envisaged in 
this paper. We conceive the general theory of location and spacii- 
economy to be one which comprehends the economy in its totality. 
Not only are the mutual relations and interdependence of all economic 
elements, both in the aggregate and atomistically, of fundamental 
importance; but the spatial as well as the temporal (dynamic) char- 
acter of the interrelated economic processes must enter the picture. 
Seen in this perspective, Hicksian general equilibrium analysis is but 
a very special case of a general theory of location and space-economy, 
which concerns itself vdth the local distribution of factors and re- 
sources as well as with local variations in prices, and thus with the 
immobilities and spatial inelasticities of factors and goods. 

In the sections to follow we shall restate and critically evaluate 
the contributions of the several authors who have pioneered in our 
field. We hope to push their analysis somewhat farther and to 
indicate directions along which it vrould seem desirable to develop 
the general theory of location and space-economy. It will not be 
surprising to find that, with the exception of Chamberlin,^ these 

maximizes his profits (in which statement all production costs are implicitly 
treated), from a methodological standpoint cannot justifiably treat certain produc- 
tion costs explicitly and other important ones implicitly in order to avoid the 
obstacles to analysis which the latter present. For a balanced treatment, the 
particular effects of transport and spatial costs in separating producers from each 
other must be considered. They are too vital to be sidestepped through implicit 
treatment, as has been done by Hicks and others. 

2. Transport costs are not explicitly treated. The analysis of their effects, 
it is maintained, follows similar lines to that of the effects of import and export 
taxes ipp, cii., pp. 64-65). 

3. At this stage in the development of theory, it is as unjustifiable and 
inadequate to lump transport costs into one category along with all trade resist- 
ances in the theory of trade, as it is to treat them as implicit production costs 
in the theory of production. 

Although these indictments are levelled ^ecifically at Mosak, they apply to 
others ^ well. 

4. However, even Chamberlin does not attack the location factor per se, 
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authors have come under the influence of German thought. The 
classical school and their followers were too prone to overlook the 
local differences within the English economy. England's dominant 
international position and the dynamic aspects of her industrial 
development further helped to cloud their vision. It was in inter- 
national trade theory that the spatial structure of the domestic 
economy was most explicitly assumed away or relegated to the back- 
ground. This step facilitated a macroscopic process analysis (though 
quite elementary) of international trade which seemed so urgent to 
the classical school. 

On the other hand, the reaction of German thought to classical 
teachings, which precipitated the rise of the German historical school, 
ploughed the ground for contributions in the field of ‘^Raumwirt- 
schaft.” In the study of the stages of economic development the 
spatial structure of economic processes was necessarily a primary 
concern. And with the impress of the Lausanne school of thought 
upon German economics, it was almost inevitable that attempts 
would be made at a fusion of space with general equilibrium analysis. 

II 

The first attempt to construct a general location theory is to be 
attributed to Alfred Weber in his Chapter VII, ^'Manufacturing 
Industry Within the Economic System."® It is true that the father 
of location theorists, von Thiinen, who was far in advance of his 
time, did progress somewhat toward a general locational analysis. 
It may have been that his interests and experiences in the operation 
of his estate 'Gut Tellow^ served to restrict the generality of his 
abstract thinking. Nonetheless, the seeds for developing the basic 

but treats it as one of the leading manifestations of the broader category of 
‘'product differentiation.” From his analysis emerges explicitly the need for 
applying the techniques of monopolistic competition in handhng the space- 
economy of reality, 

5. Uher den Standort der Industrim (Tubingen, 1909); English translation 
with introduction and notes by Carl J. Friedrich, Alfred lFe6er’s Theory of ike 
Location of Industries (Chicago, 1929). 

The material in the rest of Weberis book does not concern general location. 
It deals with what is usually conceived of as Weberian location theory, namely, 
an industrial location theory imder the fecial conditions that: (1) the location 
and the size of the places of consumption are fixed; (2) the location of the material 
deposits is given; (3) the geographic cost pattern of labor is given, and at any one 
point the labor supply at constant cost is unlimited. 

Weber's other important contribution (“Industrielle Standortslehre: Allge- 
meine und kapitaJistische Theorie des Standortes,” Grundriss der SoziaWconomiki 
Part VI (2d rev. ed.; Tubingen, 1923) merely touches the field of general location 
theory. 
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metliodology in analysis of specific as well as general location problems 
can be found in Thlinen^s work.® The science of economics has 
suffered from the relative neglect of his methods during the nineteenth 
and early twentieth centuries. 

Launhardt, the other major predecessor of Weber, also failed to 
achieve sufficient generality in his analysis. In fact Launhardt's 
studies of industrial location and market areas^ treated a much 
narrower set of circumstances than were encompassed in Thiinen’s 
isolated state. 

Weber’s attempt at general locational analysis was undoubtedly 
greatly influenced by the writings of Roscher and Schaffle.® Weber 
pursued an essentially evolutionary approach. He tried to develop 
the general basis upon which any given historical system orients 
itself, or, in other words, a theoiy of the transformation of locational 
structures. 

His method is to inquire into the forces that come into operation, 
when a people occupy an undeveloped country and establish an 
isolated economic system. At first an agricultural stratum forms to 
produce the necessary means of subsistence. The settled area with 
its agricultural population serves then as the geographical foundation 
for all other strata. It determines in the first instance the locus 
(places) of consumption for the second stratum, namely, the primary 
industrial stratum, which produces for the agricultural stratum. In 
turn, the primary industrial stratum serves as the geographical sphere 
of consumption for the third stratum, namely, the secondary indus- 
trial stratum. This third actually consists of numerous substrata, 
each of which is oriented to and is smaller than the preceding one, 
the first being the only one directly oriented to the primary industrial 

6. Johann Heinrich von Thiinen, Der isolierte Staat in Beziehung auf Land- 
wirUckaft und NationaUkoncmie (Hamburg, 1826). See also the interesting 
article by Bertil Ohlin, ''Some Aspects of the Tbeory of Rent: von Thiinen vs. 
Ricardo,” Economics, Sociology and the Modem World: Essays in Honor of T, N, 
Carver (Cambridge, Mass., 1935). 

7. See, in particular, ‘Tie Bestimmung des zweckmassigsten Standortes 
einer gewerblichen Anlage,” Zeiischrift des Vereins deuischer Ingenieure (Berlin, 
1882), Vol, XXVI, No. 3, and Maikematische BegrUndwiw der Volkswirtschafts- 
lehre (Leipzig, 1885), Part III. 

8. Wilhelm Roscher, “Studien iiber die Naturgesetze, welche den zweck- 
massigen Standort der Industriezweige bestimmen,” Armcktm der Volkswirtschaft 
aus dem geschichilicken Standpunkie (3d ed.; 1878) ; A. Schaffle, Das geselUchaftliche 
System der mer^chlicken Wirtschafi (3d ed.; Tubingen, 1873). Both were of the 
German historical school and were primarily concerned with discovering whether 
or not there were any natural laws or regularities in the evolving locational struc- 
tures of economies. I^eir contribution rests in their collection of historical facts 
and in their presentation of an abundance of conflicting ideas. 



THEORY OF LOCATION AND SPACE-ECONOMY 


481 


stratum. These three strata form the core of the economic system. 
The mass of local tradesmen and functionaries, engaged in the process 
of circulation and in performing personal services, strengthens pro- 
portionally the different parts of this system. 

Afourth, the central organizing stratum, is essentially independent 
of any of the three preceding ones. It consists of oflSicials and business- 
men with general organizing and managing functions, of members of 
the liberal professions, and of persons living off accumulated wealth. 
Their pattern of locations within the economic system, if not arbi- 
trary, is determined not by economic forces but by others. A fifth, 
the central dependent stratum, is formed and tied to the central 
organizing stratum, in the same way as is the secondary industrial 
to the primary industrial stratum. 

The locational structures of these five strata are interrelated 
with forces playing back and forth among them. For example, 
though the agricultural stratum appears on the scene first, the for- 
mation of cities incident to industrial development induces rearrange- 
ments of the agricultural structure to conform more closely to the 
pattern of concentric zones as conceived by von Thtinen. 

This is as far as Weber goes. Despite the later writings of 
Englander^ and RitschV which elaborate and develop in other direc- 
tions the evolutionary approach, no essential advance in this tech- 
nique of general analysis is made. The technique is inadequate; it 
does not present any general, heuristic principle by means of which 
one can order the spatial complexities involved in the total location 
of economic activities. It merely records the interrelations of the 
various strata, and some of the reactions of one stratum upon another. 

9. Oskar Englander, **Kxitisclies und Positives zu einer allgemeinen reinen 
Lelire vom Standort,” ZeitschriftfUr Volkswirtsckaft und Sozialpolitikj Neue Folge, 
Vol. V, Nos. 7-9, 1926. With Engl^der the problem is to investigate first the 
spatial form of primary production, i.e. of a land and forest economy, where all 
households are self-sufiScient. Next, specialized products are assumed to be culti- 
vated on land of particular quality, and the consequent changes in the spatial 
structure of the economy are observed. In turn agricultural industries, mining, 
manufacturing and other economic elements and complicating factors are suc- 
cessively introduced and the resulting spatial realigtiments of economic activities 
noted. Ultimately, according to Englander, an approximation to the picture of a 
modem economy is realized. 

1. Hans mtschl, “Heine und historische Dynamik des Standortes der 
Erzeugungszweige,” SchTnollers J ahrbuch, LI (1927), 813-70. Eitschl, recognizing 
that the location picture is historically relative, follows Weberns classification of 
strata and traces in detail their development during the periods of village, city, 
territorial, national, and world economy. 

Also see R. G. Hawtrey, The Economic Problem (New York, 1925), chaps, 
vii and ix, in which to some extent he adopts the approach of EnglSnder and 
Ritschl, 
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For any given stratum, or combination of strata, it fails to get at 
the rule or rules governing structure and provides no common denom- 
inator in terms of which all the forces stemming from the various 
interrelations can be expressed and evaluated, and by means of 
which a net effect could perhaps be deduced. This is the task of a 
general theory of location and space-economy.® 

Nonetheless, the evolutionary approach is very useful. It not 
only furnishes a convenient and meaningful breakdovm for studying 
historical sequences of locational structures and for classifying 
historical facts, but also will be very suggestive for pursuing dynamic 
analysis, once an adequate general static theory has been achieved.® 

Ill 

Shortly after the appearance of Weber’s book, Bortkiewicz^ and 
Schumpeter® recognized the need of a general equilibrium analysis to 
supplement partial locational theories.® Considerably later Englander’ 

2. This is clearly indicated in RitschPs work. After describing in detail, 
in a section on pure dynamics, the various possible effects of changes in ten or 
more major locational elements, he is unable to find a method for combining their 
effects. (Op. cit.j pp. 853-56.) 

3. In the order of treatment of subject matter the work of E. M. Hoover, 
Location Theory and Ike Shoe and Leather Industries (Cambridge, Mass., 1937) 
somewhat resembles the evolutionary approach. But Hoover^s analysis is defi- 
nitely partial, though in a broad setting. Through drawing up carefully a set of 
assumptions and relaxing them one by one, he is able to proceed from an analysis 
of extractive industries to a treatment of manufacturing first under simple condi- 
tions and then under more complex ones. He emphasizes the major specific forces 
at work and does not pay too much attention to general interrelations, especially 
when they can be stated only in broad terms. In this way he is able to synthesize 
the various theoretical contributions of his predecessors that are of practical value 
and by employing illustrative empirical material is able to stick close to reality. 
From the standpoint of balance and sound judgment Hoover^s writings are the 
best. See also his Location of Economic Activity (New York, 1948). 

The other major work in English on location theory again follows a partial 
approach both in its static analysis and in its dynamics where it relies upon 
extensive use of historical material (W. H. Dean, Jr., The Theory of the Geographic 
Location of Economic AdivUies, doctoral dissertation. Harvard University, 1938. 
Selections published by Edward Brothers, Inc., Ann Arbor, Michigan, 1938). 

4. Deutsche Liter aturzeitungt XXXI (1910), 1717-24. 

5. Jakrhuch fUr Gesdzgehmgt Verwaltung and Volksmrtsdhaft, XXXIV, 
No. .3 (1910), 444-47. 

6. V. iWlan (“Die Standortsprobleme in der Volks- und Weltwirtschafts- 
lehre,” Weliwirtsckaftlickes Arckiv, II (1913), 1-34) makes a somewhat abortive 
attempt at general locational analy'’sis. The complicated interrelations of various 
economic factors as well as the “spatial transformation of goods** are fully recog- 
nized; but the contributions to knowledge are essentially along the lines of develop- 
ing overly-simplified models of markets, domestic and international — more 
specifically of determining points of collection and distribution of goods, of export 
and import and the related paths of commerce. 

7. Op. cit. 
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came to appreciate in full the implications of a general theory of 
location. The pure theory of location, according to Englander, is 
the general theory of ‘local conditionality’^ within an economy. Any 
given entrepreneur, in choosing the site at which to produce or render 
services, considers the various supply prices existing in the various 
localities for the inputs that he might possibly employ; at the same 
time he considers the various prices which might be obtained in the 
various localities for his product or services. When finally he does 
locate at a site, he infiuences in turn the prices of various inputs and 
outputs. Through being so interrelated, the pattern of local price 
differences and the location of economic activities are simultaneously 
determined by a general theory of “local conditionality.”® 

Somewhat earlier than Englander’s publications there appeared 
an article, “Das Standortsproblem in der Wirtschaftstheorie,”® by 
Andreas Predohl (1925), which utilized a principle by means of which 
a general equilibrium approach could be systematically applied to 
location analysis. This was none other than the familiar substitution 
principle, already well established in general equilibrium theory. 

Although Predohl did visualize new horizons in the extended use 
of this principle, he tried unfortunately to remain within the scope of 
traditional thought. He purported to deduce a general location 
theory as a special case of the existing general economic theory, as 
a logical and inherent element of it. The general economic theory 
to which he alluded was the theory of interdependent prices, of general 
equilibrium as expounded successively by Walras, Pareto and Cassel. 
He wished to investigate how far the location problem is a price 
problem; location theory, a price theory. In other words, to what 
extent does the local distribution of production lie inside the economic 
relationship of interdependent prices?^ 

8. Further (1) by classifying raw materials and factors of production, 
whether mobile or immobile, as place-free (available everywhere under the same 
conditions), conditionally place-bound (available at all or some places, under 
unequal conditions) and unconditionally place-bound (present at one site), and 
(2) by conceiving immobile goods as goods of infinite weight which enter into 
production with infinite weight-loss, Englander briogs together the specific loca- 
tion theories of industry and agriculture within the confines of his pure location 
theory, not as distinct compartments, but as internally related sectors. 

Elsewhere, too, EnglSnder has attacked a broad range of location problems, 
but only throu^ elucidation of simplified, isolated cases. See his Theorie des 
Gaterv&rkehrs und der FracMsdtze (Jena, 1924), and "Standort” in Handwdrterbuch 
der Staaismssemchafien (4th rev. ed.; Jena, 1926), VII. 

9. WeliwirtschafUiehes ArMvj XXI 0925), 294-331. A briefer article in 
Tilngligh, “The Theory of Location in its Relation to General Economics,” appeared 
in the Journal of Political Economy, XXXVI (1928), 371-90. Also see Predohl's 
reply to Englander's criticism, “Zirr Frage einer allgemein Standortstheorie,” 
Zeitschrift fur VoUcswirtschaft und SoisialpolUik, V, Nos. 10-12 (1927), 756-63. 

1. “Das Standortsprobleme ...” Op, cU,, pp. 295-97, 
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Predohl contends that the problem of the local distribution of 
economic activity is synonymous with the problem of the distribution 
of determined groups of production factors (he groups production 
factors under the categories of land, labor and capital), since every 
economic activity uses a grouping of factors. The distribution of 
determined groups of production factors in turn is a special case of 
the distribution of productive factors in general.^ To Predohl, 
general interdependence theory explains the distribution of produc- 
tive factors in general by means of the principle of substitution. 
Therefore general location theory is deducible from the application 
of the principle of substitution to the employment of the several 
groups of productive factors.® 

Predohl in his reasoning overestimates the scope of Walrasian- 
Casselian general equilibrium analysis. On the whole he seems to be 
under the impression that it implicitly embraces the space element 
in its entirety. However, as iadicated previously, modem as well as 
earlier general equilibrium analyses, with mmor exceptions, concern 
a one-point world. The element of transport cost is generally ab- 
stracted; factors and products possess perfect mobility. In essence 
there is no spatial distribution of factors; the relevant problem is the 
distribution of factors among the various types of production. In 
reality, then, the situation is the reverse of what Predohl has con- 
ceived, although several times he appears to realize the truth of the 
matter. As we have pointed out, Walrasian-Casselian general 
equilibrium analysis is but a special case of a general location theory. 

Nevertheless, the tools shaped by general equilibrium theory are 
useful, as Predohl discovered. Starting with the familiar case of 
Thiinen’s isolated state, ^ Predohl assumes all locations fixed except 
that of one enterprise. A shift of this enterprise toward the periphery 
implies that capital and labor outlays (including transport outlays) 
are substituted for land use outlays. The reverse takes place in a 
shift toward the central consumption point. Application of the 
principle of substitution will yield the site of minimum cost so far as 
these two all inclusive groups of expenditures are concerned. How- 

2. As will be shown later, this statement is very weak, if not untenable. 

3. pp. 299-303. 

4. The features of Thunen's familiar model are: a uniform plain with equal 
fertility and possibilities for agricultural production at all points, at the center 
of which lies a city possessing potential tran^ort facilities of similar character in 
all directions {i.e. transj)ort costs proportional to weight and distance). Produc- 
tion aligns itself around the city in rings in accordance with the price and transport 
cost of each particular product cultivated. Predohl adopts at the start an 
expanded version of Thimen where all conditions for all production, whether 
agricultural or industrial, are uniform througihout the plain {ibid,, p. 299), 
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ever, within these two all mclusive groups there are other substitution 
points. For example, within the former group, there is a substitution 
point between transport outlays and local capital and labor outlays 
(such as is involved in determining whether or not to process a 
product in order to reduce its weight or bulk) ; and within the category 
of transport outlay, there may be a substitution point involved in 
allocating a given portion between transporting a raw material lying 
at the periphery and transporting a raw material lying near the 
consumption center. In this manner innumerable interdependent 
points of substitution arise which determine the location of any 
individual enterprise. This proposition, states Predohl, can be ex- 
tended by means of general equilibrium analysis to cover the location 
of all economic activities.® 

Inequalities in local resource patterns, land, labor, capital and 
transport do not invalidate the operation of the substitution principle. 
They present various technical possibilities for production which are 
different from those that would exist in Thiinen^s homogeneous plain; 
but essentially these new production possibilities, like the old, can be 
expressed in terms of economic values, and thus fall within the scope 
of substitution operations. Similarly, economic values can be imputed 
to various historical-political forces, though here many more difficul- 
ties and arbitrary elements creep in. Recognizing these various 
limitations (for example, in accounting for the locus of consumption 
of the rentier classes) Predohl does, however, maintain that the 
locationaUy relevant substitution points, thus logically deduced, are 
applicable in general.® 

It is to be expected that Predohl in this first attempt at sub- 
stitution analysis woidd be unable to resolve all the difficulties that 
beset his path. His argument is particidarly weak when he becomes 
specific and illustrates substitution operations — a step which he 
avoids as much as possible. For example, he utilizes a vague concept, 
namely, a land use unit, and speaks of rent outlays at different sites 
as being proportional to the quantities of land use units at those sites. 
Land more distant from a city and yielding less rent therefore relates 

5. 'T>er Standort der Produktion bzw. Produktionsstufe isfc also bestimmt 
durcli ein System von Substitntionspunkten, das derart gegliedert ist, dass die 
Gruppen einer iibergeordneten Kombination untergeordnete Kombination in sich 
enthalten. tJbertragen wir diese Losimg auf samtliche Produktionen, dann 
konnen wir xmter Zu^itzung eines allgemeinen Casselschen Satzes auf unser 
besonderes Problem sagen: Wenn das Preisverhaltnis in dieser Weise fur jeden 
einzelnen Betrieb die standortlich relevanten Substitutionspunkte bestimmt, sind 
offenbar durch dasselbe fiir die gesamte Gesellscliaft die zu verwendenden Mengen 
im Verhaltnis zueinander, mithin die Standorte bestimmt.** Ibid., pp. 300-7. 

6. 7&id., pp. 308-11. 
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to fewer technical units of land use than land less distant which 
yields greater rent. Englander easily demonstrated that this prop- 
osition is false: that two pieces of land unequally distant from a city 
can be of the exact same quality and be utilized to the same degree, 
and yet yield different rents. ^ 

Further, Predohl tends to convert all spatial and quality differ- 
ences into differences in quantities of use units. Immobile labor, 
situated at diverse places and of different qualities, can be converted 
into amounts of labor use units and thus made comparable. And so 
with all types of resources.® In this way all geographic differences in 
land, labor and capital can be summed up into use units of land, 
labor and capital at any given point. This reasoning lies behind 
Predohl’s argument that the distribution among various economic 
activities of determined groups of production factors (each group at 
any point of time having a unique spatial position) is a special case 
of the distribution among various economic activities of productive 
factors in general in terms of a one-point society. 

It is not necessary to carry the argument to such an extreme, if 
not untenable, position. No further development of Predohl^s stand 
has been published. It is appropriate now to revise and extend his 
model in order to strengthen the basis for an extensive use of the 
substitution principle in location analysis. 

First one ought to distinguish between two types of substitutions: 
that between distance inputs and that between outlays. If there is 
any sense at all to location economics, it is because there are certain 
regularities in the variations of costs and prices over space. These 
regularities arise primarily because transport cost is some function of 
distance. If this were not so, if transport costs were completely 
irregular and their changes unpredictable — if for example transport 
costs on a certain item were positive for a distance of 100 miles, and 
negative for a distance of 101 miles — there would be little sense in 
discussing the economics of plant locations. The spatial pattern of 
industrial concentrations, of consuming centers, and of the production 
of raw materials would be quite arbitrary from the economic stand- 
point.® 

Since it is the distance factor that is the heart of locational 
analysis, there is every reason to speak of distance inputs, and of 
transport rates as prices of those inputs. Location theorists unfor- 

7. “Kritisches und Positives . . op, ciLf pp. 499-500. See PredShl's weak 
reply (**Ziir Frage ... ”, op, cU., pp. 758-60). 

8. “The Theory of Location . . . ,”rop. czY., pp. 380-81. 

9. The points in this and the following paragraphs of this section are 
developed at length in a forthcoming study. 
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tunately have shied away from such a concept. However, it brings 
into bold relief the basic aspects of spatial analysis without the 
necessity of tagging each unit of land, labor and capital with a set 
of spatial coordinates or of converting them into common units, if, 
indeed, this can be done. The problem of production becomes a 
problem of choosing the right combination of the various types of 
capital, labor, land and distance inputs. In terms of the Weberian 
locational triangle whose three comers represent a source A of one 
raw material, a source B of another raw material and the consumption 
center (7, we have three distance inputs to consider (whose prices are 
the transportation rates on the raw materials and finished product) : 
distance from A, distance from B and distance from C. The actual 
combination of distance inputs is of course interrelated and simultane- 
ously determined with the amounts of the various types of land, labor 
and capital inputs. 

The selection of the correct substitution points between distance 
inputs is easy to visualize, although in practice it may be difficult 
to effect because of the complicated nature of transport rate struc- 
tures. However, selection of the correct substitution point between 
a distance input and a labor input, or between the two groups, 
distance inputs and labor inputs, cannot be so satisfactorily handled. 
There is too little spatial regularity in the variation of labor costs, 
although to be sure one can speak roughly of regional wage levels 
and of the tendency for money wages to rise or fall with distance 
from an urban center, depending upon the type of region under 
consideration. Extra-economic, cultural factors too often are dom- 
inant in determining the spatial pattern of wages. Its very irregular- 
ity makes impossible any such t3rpe of substitution analysis as was 
discussed with respect to distance inputs.^ The choice of the optimum 
location thus requires an outright comparison of outlays on the 
various kinds of labor, or of total labor outlays and total transport 
outlays, or of total labor outlays and total interest outlays, and so 
forth. Substitution analysis in terms of outlays^ must supplement 
substitution analysis in terms of distance inputs in order to achieve 
a proper locational methodology. 

It is interesting to examine how Weber’s industrial location 
theory® falls into the scheme of substitution analysis. We find that 

1. To the estent that there is regularity in wages over space which is related 
to differences in tran^ort cost in obtaining the goods in the laborer’s market 
basket, then substitution analysis in terms of distance inputs is still relevant. 
Compare Hoover, Location Theory and the Shoe and Leather Industries^ chap. IV. 

2. And in terms of various types of revenues if more than one commodity 
is produced by a firm. 

3. That is, the theory contained in the first six chapters of his book (op. cif.). 
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this theory can be broken do'wn into a general, common core of 
substitution points. As already intimated, Weber's optimal trans- 
port point (point of overall minimum transport costs) represents 
nothing but the correct combination of distance inputs. The possi- 
bilities of deviation to labor locations (labor orientation) are indicative 
of discontinuous substitution points between transport outlays and 
local labor outlays. Weber's agglomeration tendencies are potenti- 
alities for substitution between various types of outlays, chiefly 
between outlays on land and outlays on labor, capital or transport 
or any combination of these three.^ 

Thus by the above approach, Predohl's original conception of 
substitution analysis can be made more digestible and broadened 
into a general equilibrium theory of space-economy, which includes 
the actual modem general equilibrium theory as a special case.® 

4. Compare Predohl, op, cit,, pp. 311-20. 

Predohl and others have rightly pointed out that Weber's industrial location 
theory is chiefly bas,ed on technical empirical knowledge. Transport costs are 
reduced to weight and distance, i.e. to technical factors; varj^g raw material 
prices and other elements are reduced in similar fashion . Technical concepts such 
as locational weight, material index, coefficient of labor, Formkoeffizient and 
others are the critical measures. The point of transport orientation is merely the 
point of minimum transportation in terms of ton-kilometers. Essentially Weber 
abstracts from most economic interrelations and reactions. Only under severe 
limitations is Weberian doctrine generally applicable. 

However these criticisms do not detract from the merits of Weber's con- 
tribution. Formal theory, in and of itself, is highly unsatisfactory, too general 
and, accordingly, too sterile. As Predohl emphasizes, it needs to be supplemented 
by concrete information; abstract and vague values must be replaced by exact, 
quantitative data. In other words, supplementary explanations are required, 
even if they are obtained in such a manner as to limit their general validity. It is 
ia fulfilling this need that Weber's work is of great significance. If the general 
theory of location constructed upon the principle of substitution is to be of prag- 
matic value, to it must be added empirical location theory and statistical investi- 
gation which seeks out regular movements in major economic variables, even 
though this means eliminating the numerous special factors which affect each 
individual situation. Weber's theory of industrial location is just such a supple- 
mentary, empirical theory (it excludes economic details which he considers rela- 
tively unimportant, and thus in great part hypothesizes that the set of technical 
substitution points approximately parallels the set of economic substitution 
points) . But ultimately all such empirical technical functional observations must 
be translated into economic terms. 

Indeed, it is only by utilizing chiefly the Weberian approach with supple- 
mentary economic data that the writer has found it meaningful to analyze the 
locational structure of the iron and steel industry. See his “Some Locational 
Factors in the Iron and Steel Industry since the Early Nineteenth Century," 
Journal of Political Economy ^ LVI, June 1948; and (with W. Capron) “The Future 
Locational Pattern of Iron and Steel Production in the United States," Journal 
of Political Economy^ L\T!I, April 1949. Also see E. Niederhauser, “Die Stan- 
dortstheorie Alfred Webers," Staat^mssenscliafUiche Studimj XIV (Weinfelden, 
1944). 

5. The general pervasiveness of the fundamental substitution operation can 
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IV 

In this section we digress from the main argument to present a 
summary of the contributions of Hans Weigmann,® which have 
received but slight attention in the literature. Weigmann's writings 
on general location theory are very difficult to comprehend, both 
because of his vague style and the complexity of the basic concepts. 
These concepts do not lend themselves to a general synthesis as do 
those of other contributors. Nonetheless, they seem to disclose some 
of the most promising channels of exploration for further theoretical 
development. 

Weigmann attempts to formulate the foundations for a realistic 
economic theory which embraces the spatial structure of economic 
processes, the spatial extent and bonds of markets, the spatial inter- 
relations of all economic quantities. 

The first principle that Weigmann establishes is that a theory of 
space-economy embraces a theory of limited competition. Actually 
all factors and goods, regardless of setting, face immobilities in all 
directions, of varying extent; and in accordance with the nature of 
the obstacles to movement, whether they be economic, social, political 
or cultural, markets are restricted in scope. The competition which 

be demonstrated in another way. Commodities (including all types of factor 
inputs and products) may be classified as follows: mobile or immobile; obtainable 
at a sin^e source or obtainable at many; dispensable or indispensable; pure or 
weight-losing (i,e, inputs which add all or just part of their weight to the final 
product). Only in the case of an immobile, single source, indispensable commod- 
ity, whether pure or weight-losing, is it possible that there be no substitution 
operation in the location process. It should be noted, however, that few com- 
modities, if any, are indispensable from the social-aggregative standpoint. A 
dispensable commodity implies a substitution point between at least two com- 
modities and, from a locational standpoint, between the distance inputs and 
outlays associated with the location of the given commodity (whether it be a 
deposit of a raw material or a site of production) and those associated with the 
location of a potential replacement. A commodity available at many sources 
implies substitution in the use of the several sources. Mobility introduces sub- 
stitution with respect to the various sites to which a good can be transported. 
And weight loss brings out substitution relations between various possible disr 
tance inputs whose costs constitute total transport outlay. 

That category which includes commodities which are mobile, present at 
many sources, dispensable and weight-losing involves the broadest range of sub- 
stitution effects. Any other category of commodities can be viewed as a special 
case of this one, in which the substitution potentialities are more limited. 

6. “Ideen zu einer Theorie der Raumwirtschaft,” WeUwirtschaftliches Archiv, 
XXXIV (1931), 1-40; and “Standortstheorie und Raumwirtschaft” in Joh, 
Eeinr. von Thunm zum 150 Oeburtstag, ed, by W. Seedorf and H. Jurgen (Rostock: 
Carl Hinstorffs, 1933), pp. 137-57. To trace the development of Weigmann’s 
thought the reader is also referred to the following of his works: KrUischer Beitrag 
zwr Theofrie des intemationalen Handels (G. Fischer: Jena, 1926), and PoUtische 
Raumsordnung (Hanseatische Verlagsanstalt: Hamburg, 1935). 
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any good or factor can offer to other goods and factors at different 
locations is incomplete. The existence of physical space implies 
immobaity, limited competition and spatial inelasticity (or negative 
spatial elasticity). Thus the generally accepted principle of pure 
competition is not applicable to the analysis of spatial economic 
processes.^ 

A second basic principle concerns the question of form. In place 
of the customary linear, causal analysis Weigmaim favors the 
approach of general equilibrium theory in the employment of Gestalt 
analysis. He observes the space-economy as a whole in its full array 
of spatial markets. In that sense he aims at presenting a realistic, 
functional picture of the ‘Torm-fuU” of economic life, wherein the 
various elements are weighted in accord with their importance. 
Having adopted this methodology, he confronts the primary problem 
of determining the basic form (Grundgestalt) of economic phenomena, 
i.e., the Gestalt core. This basic form should then provide an heu- 
ristic principle to help master and order systematically the “form 
wealth’^ of real economic life, or in other words, the countless spatial 
forms of moving economic processes.® 

At this point Weigmann differentiates between statics (mobility 
or competition as potential energy) and dynamics. Since he purports 
to describe the space-economy in its realistic setting, he is compelled 
to complicate his problem manifoldly by introducing the time element, 
by assigning time coordinates to his various markets and processes. 
Weigmann poses the perplexing problem of dynamics as follows: to 
choose that time period which would yield in the resulting spatial 
array of markets a competition field (a broad market area in time 
and space) which could be valid as the basic form.® He resolves the 
problem by formulating a concept quite difficult to comprehend, the 
concept of “relative maximum.” It states that as an increasing 
amount of physical space (therefore spatial resistance) is to be over- 
come in movement by an economic object, the time period necessary 
for such movement increases until it reaches a maximum — a max- 

7. “Ideen zu . . . ”, op, cii,, pp. 6--9. These points are particularly well 
developed by Chamberlin in his doctoral dissertation of 1927, op, dt,, especially 
pp. 105-09, 167-84; ^d in The Theory of Monopolistic Competition, 1933, passim. 
In the latter, a portion of the earlier analysis devoted to two-dimensional space 
was simplified to one dimension and removed from chapter 5 to appendix C. 

8. Ihid., pp. 9-12. 

9. *‘ . . . welches KonkurrenzgebeitistessentiellimSinnedes Gestaltganzen, 

wenn bei beliebiger Absteckung der Zeitgrenzen eine Ftille raumliche variierender 
Maehen entsteht? Oder anders ausgedrfickt: welcher Zeitraum ist zu wahlen, 
diesem Zeitmass gegebenes Konkurrenzfeld als Grundgestalt gelten 
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imum in the sense that given still more time a further spatial move- 
ment would be improbable because of the overpowering force of the 
countless obstacles. There, where the time period reaches its max- 
imum, competition ends and the competition field becomes bounded. 
In other words, the force of competition does not have the power to 
span a distance greater than the radius (or axis) of its field, irrespec- 
tive of the time factor for aU practical purposes. This principle 
contains the definition of basic form. The basic form is depicted as 
that unit of space (corresponding to a market region or competition 
field) of the relatively greatest time-weight — hence of the relatively 
greatest stability and permanence.^ 

Having exposed the tremendous magnitude of the task of 
formulating a theory of space-economy, Weigmann stops for breath. 
How to locate the basic form? How to represent as an empirical 
Gestalt unit the multitude of interlaced, mutually related individual 
markets, market strata and market densities? From here on our 
author can only offer fruitful suggestions and preliminary observations 
for conquering the manifold difficulties which appear. First we have 
the classification of markets according to structure. Each individual 
commodity market including its labor, capital and land orientation 
possesses a particular structure which offers a certain resistance to 
change. Some change frequently; others slowly. Some are active; 
others highly inactive. By definition those markets of a relatively 
permanent nature, of persistent inactivity, are grouped together as 
the essential ones, as the basic form; their combined structure deter- 
mines the basic structure of the Gestalt whole, of the space economy 
under question. On the other hand, the rapidly changing markets 
are considered as accidental or secondary; their movements are 
characterized as minor modifications of the Gestalt form, and these 
movements are to a certain extent conditioned by the already deter- 
mined basic form, by the core of markets of greatest continuity. 
Fundamental, organic change of the Gestalt picture of the space- 

1 . . und ftihien aagesichts des Vorhandeaseins eines relativen Maximums 

zeitkostender Beweguag inserhalb jedes Gestaltgaozen zu emem Bilde sich btin- 
delnder und iiberschneidender Konkurrenzfelder als den akzidentiellen und peri- 
pheren Erscheinungsformen einer zentralen Grundgestalt. Der Begriff des rela- 
tiven Maximums besagt dabei folgendes: Die Konkurrenz wird gradweise besch- 
rSnkt und als dort aufhdrend bedacht, wo die zablreichen hemmenden Faktoren 
den sukzessiv sfceigenden Zeitaufwand der Bewegung zu einem Maximum hin- 
ftihren, bei deni unter den konkret gegebenen tJmstanden die weitere Bewegung 
unwahrscbeinlicli wird oder auf lange Sicht nicbt mehr die Kraft besitzt, mit 
Ansicbt auf anhaltenden Erfolg Spannungsunterschiede aufziigleichen. Die 
Grundgestalt ist also die Raumeinheit des relativ grdssten Zeitgewichtes; die 
Dauer des Bestandes gibt ibr den Cbarakter der essentieUen Form.” Thid,^ pp. 14- 
15. 
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economy, therefore, implies only change within this relatively 
immutable core of persistent markets.^ 

Our task is further illuminated by reference to the structures of 
the specific markets for land, labor and capital goods. Weigmann 
maintains that the markets for the productive factors of labor and 
land are primary constituencies of the basic form. Movements in all 
commodity markets course back to these two, whether directly or 
indirectly, through semi-finished products and various stages of 
production. And in these markets for labor and land which offer 
great resistance to change are focused the facts of scarcity within 
the economy. 

The land market is portrayed as a spatially-connected area of 
supplied land services. Actually each individual piece of land is 
distinct and immobilized by nature, so that the market for it has no 
spatial extent. But for practical purposes Weigmann conceives of a 
Gestalt whole (space-economy) already in existence. This whole 
exerts an hypothetical aggregate demand, which in turn defines the 
boundaries of the land market, the peripheral area being considered 
as marginal land. The supply of land in general is not perfectly 
inelastic, spatially speaking. Change in the land market ensues (1) 
from additions or subtractions at the fringe to the land under cultiva- 
tion, i.e,, an expansion or contraction of the space base of the econ- 
omy, and (2) from variations in the intensity of use and in the methods 
of cultivation and organization of each individual land unit.® 

The size and nature of the hypothetical demand mentioned 
above is obviously related to the labor market. The labor market, 
in contrast to the market for laud, is much less rigid and invariable; 
and for that reason its description and conception is theoretically and 
empirically much more diffictilt. There are many forms of labor 
immobility and inelasticity, Weigmann makes a beginning at anal- 
ysis by explaining one, namely migration mobility. To delimit the 
labor market accordingly, one must recognize the various time stages 
of migration (e.g., seasonal, cyclical, and secular) and their spatial 
forms. In line with familiar Weberian technique, the long run labor 
base is presented as a continually moving, organic process, whereby 
labor step by step through varjdng intervals of time, gradually moves 
from farms or rural communities to giant metropolitan centers via 
town and urban clusters of increasing size.^ This ever structural 

2. lUd,, pp. 16-19. 

3. Ibid., pp. 20-23. 

4. Weber (^Tadustrielle Staudortslehre ... ”, op, dt., pp. 74-84) dis- 
tm^bes two stages of modern capitalistic development: (1) Bound (gebundene) 
capitalism and (2) Fie& capitalism. In the former, which characterizes the six- 
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movement within the labor base is designated as one of the essential 
dynamic aspects of modern space-economics.® 

With respect to markets for capital goods Weigmann oiffers a 
few suggestions. First we must distinguish capital in substance from 
capital in title. The former obviously has far more limited mobility. 
Second, capital goods (which in its broadest formulation includes all 
commodities) must be classified according to the extent to which 
they become bound up in production. At one end of the scale would 
be “combination-free” capital goods; at the other end would be 
capital goods permanently tied to a given production combination. 
The spatial elasticities and markets of the several divisions of capital 
goods would vary accordingly. Unfortunately, present day terminol- 
ogy regarding capital (e.g., fixed and circulating) is unsuited for 
depicting its spatial elasticity; nor has theory recognized the influence 
of spatial elasticity upon the various other elasticity forms of capital. 

The formulation of the problem of a theory of space-economy 
thus is more comprehensive than that of traditional location theory. 
The latter has chiefly treated capital as a “combination-free” factor 
in its long run agglomerative setting, but has given little attention 
to the mobility of existing equipment, to the short run adaptability 
of capital goods. In fact, for an empirical theory, there are even 
strong groimds for considering the mobility of a given combination 
of various productive factors as a whole, rather than of their constit- 
uent parts — a phase of the problem which location theory has 
rarely posed.® 

Thus Weigmann sketches his picture of the space-economy — 
as a rhythmic-moving Gestalt whole with a core composed of the 
markets for land, labor and capital goods and of numerous other 
markets superimposed upon these, overlapping and irregularly inter- 
secting each other and at times extending into other space economies.^ 

teenth to the ei^teenth centuries, labor is historically fixed, locally immobile. 
In the latter, which characterizes the present times, labor becomes mobile, released 
from its historical bonds. The economies of concentration and large scale organ- 
ization can come into operation and can offer incentives for huge masses of labor 
to agglomerate at given points. On the other hand, these forces are offset by the 
community attachments (home feeling) of the individual laborer, by his lack of 
perfective and initiative and by the consequent increase in rent at the points of 
agglomeration. The net result is the step by step migration already mentioned. 

5. 'Tdeen zu . . . op. dt., pp. 23-27. 

6. Ihid.i pp, 27-32. 

7. In the Thiinen Festschrift (op. cit.) Weigmann commences with existing 
location theory (the Englander and Ptedohl versions) and approaches a theory of 
face-economy C^otal localization”) in part through the extension of Predohl’s 
substitution principle to include “quantity elasticity.” Quantity elasticity is 
synonymous with a broad definition of elasticity of supply, one that embraces, 
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His presentation lacks clarity and frequently one is forced to construe 
an imaginary model in order to follow the argument. Nevertheless, 
one obtains penetrating insight into the subtle spatial relations of 
economic life, and is given an original as well as a challenging view 
of the immense magnitude of the assignment. 

V 

In Section III we developed the framework of a general (static) 
theorj’' of location and space-economy in terms of the substitution 
principle. However, it has been customary in general equilibrium 
analysis to present the relations of a given one-point economic order 
by means of a system of mathematical equations. Should a solution 
for this system of equations exist, the merit of the presentation is 
generally regarded as considerably enhanced. Can a solvable system 
of equations be evolved also for a space-economy? 

Tord Palander, in the first major work on location theory to 
originate outside of Germany, addressed himself to this question.^ 
He considered insuperable the difficulties encountered by the general 
approach in representing or even closely approximating reality. 

First, states Palander writing in 1935, the Walras-Pareto-Cassel 
general equilibrium theory in its present fonn is meaningful for a 
locational analysis only of an economic district wherein transport 
costs are zero, capital and labor perfectly mobile, and technical 
conditions of production uniform throughout — in other words, where 
the district in question can be compressed into a point market. To 
be sure, he continues, a somewhat closer approximation to reality 
can be obtained by withdrawing one by one the simplifying assump- 
tions given above. For example, there might be introduced into the 
simplified model the follow- ing series of complications: freight costs 
on product based on distance and weight, transport costs for mobile 
production factors, equal real wages throughout the district, con- 
sumption as dependent upon location choice, and so forth. Even so, 
contends Palander, this procedure would not take us far, for in 
respects other than the neglect of local differences in demand and 
supply of factors and commodities, the deviations of a general equi- 
librium theory from reality are severe. Interdependence theory has 
as an underlying premise the principle of pure competition. Yet, in 
no sense at all, can the traditional interpretation of this premise hold 

among others, spatial elasticity. In this way Weigmann brings out the logical 
bond of location theory and general price theory. 

8. Beiir&ge zur Standcrtstheorie (Almqvist & Wiksells Boktryckeri-A.-B.: 
tJppsala, 1935), chaps. X and XI. 
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when we introduce space and thus transport costs into the analysis. 
If the various places in a region under consideration are treated as 
different markets (corresponding in this way to the varying local 
prices resulting from transport costs between these places) then the 
necessary condition of a large number of buyers and sellers for each 
commodity and factor at each market cannot be fulfilled. If the 
region itself is viewed as one market, one could interpret the different 
prices ruling for a given commodity at the various places within the 
region (1) as signifying nonuniformity of product, or better yet, (2) 
as signifying a uniform product in a persistently imperfect market 
where individuals are in monopoly situations in accordance with the 
advantages of their respective positions. Neither case could be 
regarded as pure competition.® 

If one now discards the premise of pure competition, he must 
necessarily forsake certain supplementary simple principles which 
have served as scaffolding for general equilibrium theory, namely, 
that the price of a commodity equals cost (the latter including a 
normal profit) and that the price of a factor equals the value of its 
noarginal product.^ 

Further censure of general equilibrium analysis follows from its 
limitation to static conditions — a widely recognized limitation which 
does not need to be discussed here.® Palander insists on the necessity 
of depicting the economic development process. His conscience thus 
compels him to forego Walrasian economics in favor of the Launhardt- 
Weber tradition. His energies are confined to analyzing the economic 
starting point, the adaptations of enterprise during a time period, the 
movement of factors during the same period, and the concomitant 
changes of technique, institutions and consumer base.® 

August Losch, however, has not accepted these views. In his 
monumental work, Die raumliche Ordnung der Wirtschaft,^ he goes 
beyond partial analysis and the mere recognition of the complex 
spatial interrelations of economic factors. He presents succmctly 

9. Ibid., pp. 273-77. Here, again, excellent statements of these points are 
to be found in Chamberlin, op. cU. 

1. Ibid., pp. 277-78. 

2. However, see the work of Samuelson which relates the comparative 
^tical behavior of a general equilibrium system to its dynamical stability proper- 
ties (op. <M., Part II). 

3. Ibid., pp. 278-85. 

4. G. Fiiier: Jena, 1940, Part of the material of this book is available in 
'Flnglkh in the article “The Nature of Economic Regions,” Southern Econorrdc 
Journal, V (July 1938), pp. 71-78, and in a review article by W. F. Stolper, 
Arn&rican Economic Remew, XXXIII (September 1943), pp. 626-36. Also see 
LSsch's article, “BeitrSge zur Standorfetheorie,” SdhmoUerB Jahrbuch LXH 
(1938), pp. 329-35. 
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through a set of elementary equations a highly simplified static model 
of a space-economy operating under conditions of monopolistic com-- 
petition. To appreciate fully this model, one must understand 
Losch’s concept of the market, by means of which space is introduced 
into the problem, and which represents his other major contribution 
to location theory. What is the market area? How is it bounded? 
These questions are fundamental. 

Losch postulates the following: a broad, homogeneous plain with 
uniform transport features in all directions and with an even scatter 
of industrial raw materials in sufficient quantity for production; a 
uniform distribution of agricultural population with a uniform set of 
tastes and preferences, each homestead at the start being self-suffi- 
cient; technical knowledge disseminated throughout the plain and 
production opportunities available to all. In all other respects, too, 
extra-economic forces are excluded. If in this situation an individual 
finds it profitable (owing to the economies of large-scale production 
as opposed to the handicap of transport cost) to produce a commodity 
over and above the needs of his homestead, his market area would 
assume a circular form. However, if one farmer finds it profitable to 
produce over and above his needs, so will others, and the force of 
competition, by eliminating all excess profits, not only will contract 
the market area of the original producer, but also will transform the 
circular shape of market area into a hexagon. The hexagon is the 
ideal economic form of market area, it is maintained. Firstly, a net 
of hexagonal market forms will exhaust (completely cover) any area 
under consideration, whereas circular ones will leave empty, unutilized 
comers, as is readily seen from a graphic presentation. Secondly, of 
all the polygons (hexagon, square and triangle) which will exhaust a 
given area, the hexagon deviates least from the circle form, and, in 
consequence, minimizes the transport expenditures in supplying a 
given demand, or, expressed differently, maximizes the demand of 
the population of a given area.® 

For each commodity, then, the plain is dissected into a honey- 
comb (a net of hexagons) of market areas. Losch next groups these 
honeycombs according to the size of their respective market units; 
and, in a manner consistent with the established criterion of miniTmiTn 
transport effort, he orders the resulting nets about a common, central 
production point to obtain his system of nets.® 

We are now in a position to reproduce Losch's scheme of general 
equilibrium. At the start Losch attacks the problem of the location 

5. Die raumlicke Ordnurig , , . ,op. dt,, pp, 65-72. 

6. Ibid., pp. 73-84. 
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of the production of industrial goods alone. The same hypotheses 
which were basic to the above determination of market areas are 
retained for the general analysis. Table I presents the symbols of 
spatial arrangement. The position in the plain, of each production 
place of each commodity, is designated by a set of x, y coordinates; 
the boimdary of the market area of each production place is described 
by a set of equations, each equation being represented by a corre- 
sponding Greek symbol in Table I. 

Losch puts forth the following, either as given or unknown: 

A. Given: 

G = total surface area 
m ~ number of products 
r « freight rate 

o- = ruri population per sq. kilometer 
= population of the city 
=s j^TO(7r) = individual demand for the good m 
IT™ s =s the factory price \ of the good m at place g as function of 

^ = ym(Dq) - the average pro- \ 

« auction cost j jS™. . . <r, ff™ . . . ). 


. To be sought: 


No. of Unknowns 

J.. TT q 

= factory price of the 
good m at location p^ 

n 

2. 

= market area of the location 

n 

0. 

p^ in sq. kilometers 


3. 

= the number of towns that 
produce good m 

m 

4. 

= coordinates of the location p^ 

2n 

5. 

*= equations of the boundary of the 

N 


market area of 

Total: 4ai m + N 

Corresponding to the list of unknowns, Losch presents in Table II 
a set of equilibrium equations. The first condition for equilibrium 
which must be fulfilled is that no abnormal profit should exist. The 
cost of each commodity produced must equal its factory price. But 
further, the assumption of free entry into any form of production 
guarantees the second condition of equilibrium, namely the Chamber- 
linian tangency solution. (Owing to the spatial dimensions of the 
market the demand curve for the good produced at any place must 
necessarily slope negatively.) The changes in average price and 
average cost ensuing from an infinitesimal change in the space 
dimension of the market must be equal : in other words, each individual 
producer’s market area must be the mininium which is economically 
possible. And, thirdly, the whole plain under consideration must be 
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exhausted by the various market areas. These thi’ee conditions insure 
the maximum number of independent producers. 

The fourth condition of equilibrium stipulates that the individual 
producer occupy a spatial position which maximizes his demand; as 
a result he will not find it desirable to change his location either in 
the xovy direction. The fifth condition requires that any consumer 
on any boundary line be indifferent as to the possible production 
sources from which he can obtain a given commodity at a m i nim um 
cost. 

Since, in toto, the number of fulfilling equations of Table II 
equals the number of unkno^ms, the system of spatial economy is 
determinate; the unknowns can be derived.'^ 

In a manner analogous to the above, states Losch, the location 
of the production of agricultural goods can be fairly easily analyzed. 
In a similar manner, too, the reverse propositions, which concern 
the conditions for the best location of industrial and agricultural 
places in their capacit3^ as consumption centers, can be attacked. 
Unfortunately, however, the optimal location for production does not 
necessarily coincide with the optimal location for consumption.® 

This is the way in which Losch spins his web of general equilib- 
rium. Although his model is highly simplified, and “over-assumed’ ^ 
or “over-determined,” although the elements of interdependence are 
minimized and his approach does not comprehend the space economy 
as a whole, but as consisting of several major sectors, we have here 
for the first time an attempt to encompass general spatial relations 
in a set of equations. And throu^ eschewing the assumption of pure 
competition and postulating monopolistic competition in its stead, 
Losch goes far in meeting Palander’s objections to spatial general 
equilibrium analysis. 

One need not, however, proceed, as does Losch, in deriving a set 
of equations. Losch assigns a set of spatial coordinates to each 
producer and consumer. This permits, in a sense, a geographic 
description of a space-economy. But his presentation would become 
exceedingly complex if one were to relax his simple uniformity assump- 
tions which are basic to his model — if one were to allow inequality 
in raw material, labor and capital resources, an uneven and discon- 
tinuous distribution of population, and all other types of local differ- 
ences. To introduce inequality in the spatial pattern of inputs alone 
is a very difficult task. 

7. pp. 57-60. Tables I and 11 and the lists of given and unknown 
(^nditions are for the most part literal translations. 

8. Losch does not develop q)ecifically these additional sets of equations. 
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From a functional standpoint — one that is relevant to the 
incessant struggle vdthin the economy as a whole, as well as within 
its various parts, to attain the correct set of substitution points wuth 
respect to inputs, outputs, outlays and revenues — Losch's model is 
anemic. It is much more meaningful to design a set of equations 
depicting general equilibrium in terms of input-output relations and 
price-cost relations, including therein distance inputs (and if possible 
local price-cost variations) in order to give explicit recognition to the 
factor of space. This latter model, constructed without reference to 
sets of spatial coordinates, would be much more able to cope with 
further possible theoretical developments, for example with the struc- 
tural, dynamic developments visualized by Weigmann; although, to 
be sure, any spatial description of the order of Losch is desirable if 
it does not impose restrictions upon the basic operations of the model.® 

With respect to input-output relations, the Leontief technique, 
within the limits to substitution imposed by its assumptions, offex’s a 
veiy powerful tool of analysis.^ By incorporating distance inputs 
into the Leontief model and by further detailing its tables through 
decomposing the nation into regions, the regions into states, the states 
into smaller geographic units, and so on, one can give an increasing 
amount of play to the spatial substitution operations. Such a model 
can thus reflect to a large extent the interindustrial relationships of 
the space-economy. 

Apropos of price-cost relations, it cannot be too strongly 
emphasized that the theories of space-economy and of monopolistic 
competition (broadly conceived^) are inextricably bound together. 
The noteworthy contribution of Chamberlin in developing techniques 
for spatial analysis has not been treated specifically since it has been 
largely digested by Losch and Palander. Progress along Chamberlin- 
ian lines, however, is a sine qua non for developing further the theory 
of the space-economy, especially in its welfare aspects.^ TrifiSn has 
already built upon Chamberlin's structure, setting the monopolistic 

9. For other relevant criticism of Losch, see W. F. Stolper, op. (M. and Hans 
Ritschl, “Aufgabe und Methods der Standortslehre,” Weltwirtschaftlichea Archiv^ 

Lin ( 1941 ), pp. 115 - 25 . 

1. W. W. Leontief, The Structure cf American Economy, 1919-19B9 (Cam- 
bridge, Mass., 1941). 

2. To include oligopoly with or without product differentiation. See E. H. 
Chamberlin, “Some Final Comments,” The Remm of Economics and Statistics, 
XXXI (May 1949), pp. 123-4. 

3. For most situations of the q)ace-economy , it is quite meaningless to apply 
the norms of pure competition. Also see Chamberlin, Theory qf Monopolistic 
Competition, 5th or 6th eds., pp. 213r-16. 
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competition techniques in a general equilibrium framework,^ Triffin’s 
interdependence analysis, in many places explicitly cloaked in sub- 
stitution terms, is not imlike Predohl^s substitution technique (al- 
though, to be sure, Triffin hardly thinks in terms of spatial or location 
relations). In this sense, then, a generalized theory of monopolistic 
competition, broadly defined, and including the physical production 
(input-output) problem in its spatial setting, can be conceived as 
synonymous with our general theory of location and space-economy. 

VI 

One final matter should be discussed, namely, the interrelation 
of trade theory and the general theory of location and space-economy. 
In 191 1 Weber pointed out that classical trade theory ignored entirely 
the transport cost involved in traversing space.^ He particularly 
criticized the classicists for overlooking the large portion of inter- 
nationally distributed industry which is transport-oriented and which 
seeks the mmiTmim transport cost point vdth respect to raw materials 
and markets, and for attributing to international division of labor 
and capital the international distribution of transport-oriented 
industr3^ 

Furlan, Engltoder, Ritschl, Weigmann and others have stressed 
the interrelation of trade and location theories, but not until the 
appearance of Ohlin's Interregional and International Trade^ do we 
have a serious attempt to integrate the two. As one of his objectives 
Ohlin purports: 

“to demonstrate that the theory of international trade is only part of a general 
localization theoiy, wherein the space aspects of pricing are taken into full 

4. R. Triffin, Monopolistic Competition and General Equilibrium Theory 
(Cambridge, Mass., 1940). Although the monopolistic competition of Chamberlin 
seems to be more than a particular equilibrium theory (certainly it is at least a 
quite broad particular equilibrium theory, for it embraces the problems both of 
individual equilibrium and of equilibrium for an elastically defined group), none- 
theless it is not a general equilibrium theory in the full meaning of the term (see 
Triffin, pp. 8-9, 54, 67 and elsewhere) . Triffin’s contribution consists of extending 
the scope of monopolistic competition to encompass the complex net of competitive 
interrelationships throughout the entire economic collectivity. In doing this, 
TrifiSn discards the concepts both of an industry, and of a group of firms. Rather, 
he emphasizes the individual firm (or more strictly, the maximizing unit) and the 
various coefficients of interdependence between any given firm and each of all the 
other firms in the economy, both with respect to factors and to products. 

6. ‘T)ie Standortslehre und die Handelspolitik,” Archiv fUr Soziahmssmschaft 
und SoMpolUik, XXXII (May 1911), pp. 667-88. 

6. (Cambridge, Mass., 1933.) Some of his other relevant works are: 
BandelTis teori (Stockholm, 1924) and “Some A^ects of the Theory of Rent: 
von Thunen vs. Ricardo, “ op, cU, 
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account, and to frame certain fundamentals of such a theory as a background for 
a theory of international trade, wherein the influence of local differences in the 
supply of factors of production and transportation costs within each country is 
duly considered/’^ 

Ohlin plants his objectives within the framework of a mutual- 
interdependence theory of pricing, the latter to be expanded to enfold 
the multitude of markets and local price variations which ensue from 
the varying spatial immobilities and indivisibilities of goods and 
factors. Thus his general localization theory would determine simul- 
taneously prices, markets, location of industry, commerce and 
agriculture, spatial distribution of factors and commodities and other 
economic magnitudes. 

It would seem logical that Ohlin should first develop a general 
localization theory. Then, by focusing upon certain forms of im- 
mobilities of factors and goods (consideration of other relations set 
aside for the time being) he could develop at length his theory of 
interregional and international trade as a special case. Unfortunately, 
Ohlin adopts an entirely different procedure and as a consequence has 
to employ a somewhat unique casuistry. Parts I and II of his book 
are devoted to the theory of interregional trade and a simplified 
version of international trade, respectively. These parts, however, 
are constructed upon an unrealistic set of hypotheses. The region 
is defined as that area within which there is perfect mobility of factors. 
Between regions factors are considered perfectly immobile. And aU 
impediments to movement of commodities are assumed away. In 
Part III he attempts to approach reality through the successive 
introduction of the following: (1) interregional costs of transfer of 
conamodities; (2) interregional factor movements; (3) interior costs 
of transfer and factor movement; (4) local differences in labor and 
capital supply. The inclusion of the last two items represents an 
effort to subject the theory of interregional trade to a broadening 
process and thus convert it into a general localization theory. 

Ohlin at most achieves a weak (and only verbal) general 
localization theory. He does not attain the total systematic analysis 
w’^hich characterizes his interregional trade theory. His treatment 
of locational forces (Chapters X-XII, inclusive) is quite sketchy and 
flimsy. At the start, a modified version of Thiinen’s isolated state is 
applied to industrial production within a district, '‘the frontiers of 
which are not described.'^ Ohlin imagines at first that his district 
possesses "uniform transport features” throughout its area, and that 

7. Op. dt, p. vii. 
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within it the factors of labor and capital are perfectly mobile. At 
the center lies a strategic natural resource, perhaps coal or iron ore 
deposits. The surrounding zones of cultivation of various agricultural 
products, rent of land and prices of commodities can be determined 
only through a mutual-interdependence sj^’stem. Next, the general 
approach on the whole is abandoned in favor of a step-by-step anal- 
ysis commencing in typical Weberian style. The localization of man- 
ufacturing, of raw material production, of consumers’ markets, local 
differences in transport resources and facilities, economies of large- 
scale operation and concentration, local differences in capital and 
labor supply are successively considered. In the end, however, Ohlin 
returns to a general interdependence setting in depicting the relations 
of the various economic forces. 

This singular approach has turned out to be misleading to many. 
One sympathetic critic maintains that Ohlin does not successfully 
bridge the gap between interregional trade theory and general local- 
ization theory, and thus does not achieve a unified theory; for the 
district whose total localization is supposed to be explained by a 
general theoiy does not necessarily have to possess the same mobility 
characteristics as the region, which is the unit of study for inter- 
regional trade.^ To the extent that the exposition of the total analysis 
for the district is deficient (and of this there is no question), the gap 
is not bridged, but the district itself can be conceived as boimdless, 
or more realistically, as synon3mnLOUs with the world (which Ohlin 
does not explicitly do). A satirfactory, exhaustive, total analysis for 
the district would then describe all economic relations within the 
world and explain all manner of trade. One could then deduce inter- 
regional trade analysis (no matter on what basis the region and sub- 
regions are delineated) by singling out from among the complex of 
relations those of relevance.^ 

8. Tord Palander, op. dL, pp. 266-67. Elsewhere (pp. 262-64) Palander 
summarizes Ohlin’s earlier study, Handelm teori. Here an attempt is made to 
extend interregional trade to a theory of interlocal trade (thus accounting for 
local differences in factor supply) through subdividing the region (within which 
perfect mobility of factors reigns) until the sub-regions become identical with the 
localities themselves. Obviously this technique is inadequate; it assumes away 
the location problem, for at the start the basis of interregional trade is presumed to 
be the different relative scarcities of productive factors among regions. 

^ 9. Losch (“BeitrS-ge zm* Standortstheorie,” op. cii., p. 331) has also charged 
Ohlin with lacking a clear answer to the location problem within his regions, and 
with a failure to perceive labor distribution as a result of economic activitybetween 
men, not between re^ons. The latter accusation falls, however, with the defini- 
tion of the district as the world, or as an area greater in extent than, and inclusive 
of, the re^on. 

On the other hand, one may perhaps with some justification raise objections 
to the liberal and generous interpretation given herein to Ohlin’s reasoning. 
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However, it is not necessary at all to view trade theory as 
narrowly as Ohlin does. It is true that international trade theory 
historically and as it exists today in such standard works as Viner’s^ 
and Haberler^s,^ does correspond to Ohlin ’s conception of it. It is 
still subject to Weber’s criticism: it does not incorporate transport- 
oriented industry into its analytical framework, and is thus inadequate 
for determining policy. Nonetheless, one can view trade theory and 
the general theory of location and space-economy as synonymous. 
For (1) location cannot be explained without at the same time 
accounting for trade and (2) trade cannot be explained without the 
simultaneous determination of locations. Once we recognize this it 
is futile to argue whether trade theory is or is not a special form of 
general location theory.^ But since it is really a matter of indifference 
how we define trade theory and relate it to location theory, it may 
be wise to adhere, as Ohlin does, to the traditional scopes of these 
theories. Trade theory may be regarded as a part of a general theory 
of location and space-economy, and synonymous with that partial 
analysis which proceeds from the assumption of a given locational 
framework of economic activities. 

VII 

In summaiy, the general theory of location and space-economy 
is conceived as embracing the total spatial array of economic activities, 
with attention paid to the geographic distribution of inputs and out- 
puts and the geographic variations in prices and costs. Modern 
general equilibrium theory is a special case of this theory, in which 
transport costs are taken as zero and all inputs and outputs are 
viewed as perfectly mobile; international trade theory, in its tradi- 
tional scope, is also a special case of this theory. One proceeds from 
the latter to the former by assuming a given locational structure of 
economic activities, by erecting appropriate barriers within the world 
economy to correspond to the boundaries of nations, and so forth. 
However, it is important to bear in mind that the distinction between 
trade theory and the general theory of location and space-economy is 
one of definition only. Trade theory can be redefined to be synon- 
ymous with the general theory of location and space-economy. And 
in a sense, too, because of the monopoly elements which are almost 

1. Studies in the Theory of International Trade (New York, 1937). 

2. The Theory of International Trade (London, 1936). 

3. Thus Viner's cynical remark about Ohlin^s dictum that the theory of 
international trade is nothing but international location theory is really unneces- 
sary and indicates either Viner^s confusion or his failure to appreciate the scope of 
location theory (op. dt., p. 468 n,). 
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invariably present in spatial relations, a broadly defined general 
theory of monopolistic competition can be conceived as identical 
with the general theory of location and space-economy. 

The substitution principle provides the best analytical tool for 
developing this general theory. However, Predohl^s use of this tool 
must be modified and extended to embrace various substitution 
relations between distance inputs, local outlays and local revenues. 
The formulation of these relations in terms of a system of mathemat- 
ical equations ought first to embrace the concept of distance inputs, 
and later, if possible, Losch’s sets of spatial coordinates. 

The evolutionary approach of Weber and others, and especially 
the writings of Weigmann who conceives the space-economy as a 
rhythmic-moving Gestalt whole with a basic structural core of land 
and labor markets, will be very helpful in suggesting lines along 
which this general theory may be nurtured to embody dynamic 
relations. 

Walter Isard. 

Haryabd University 
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The conventional division between economics and engineering 
which has been assumed by economists is a purely arbitrary separa- 
tion. It is usually indicated by saying that engineering is concerned 
with alternative methods of achieving a given productive goal, while 
economics takes these methods as given, and analyzes the inter- 
relations among productive ends and the factors used to achieve them. 
The division of labor in the analysis of production which is suggested 
by this separation has obvious advantages. In practice, however, the 
difference between the engineering and the economic approach has 
limited the practical application of economic theory because the 
results of engineering studies are rarely formulated in such a way that 
they can be used by economists. 

Because of this inability to use engineering data as a basis for 
economic reasoning, a great discrepancy exists between the theoretical 
analysis of the problems of production and the empirical studies which 
have been made. Economic theory is based on a hypothetical pro- 
duction function which describes a productive process by specifying 
the greatest amount of a given product which can be produced by any 
combination of productive agents or inputs. Only in the field of 
agriculture, however, have economists attempted to determine the 
shape of these production functions empirically. Industry studies 
have generally used statistically determined cost curves. Since these 
curves are based of necessity upon productive combinations which it 
has proved feasible for entrepreneurs to try out, they cannot usually 
teU us much about the broader range of productive possibilities which 
have been explored experimentally but not adopted commercially. 
The lack of this information is a great handicap in many types of 

1. I am greatly indebted to Professors W. Leontief, P. A. Samuelson, and 
J. N. Morgan and Mr. Carl Kaysen for helpful criticisms of earlier drafts of this 
paper. Parts of it were presented to Professor Leontief s seminar at Harvard 
University in 1947, and it was further developed in connection with the Harvard 
Economics Research Project. 
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econoiiaic discussion. It prevents quantitative analysis of the possi- 
bilities of substituting one factor for another, since statistical data 
only pertain to historical observations in which effects of technological 
change and price variation are usually inseparable. The lack of in- 
formation on substitution restricts the factual analysis of production 
to the short period for which productive units may be assumed to be 
constant; only then can statistically derived cost curves be a valid 
approximation to current conditions. 

The purpose of the present paper is to suggest a method by which 
engineering data may sometimes be used to approximate the produc- 
tion functions of economic theory in the industrial field, and to derive 
one such function.^ While the industiy studied is a particularly 
simple one and therefore not typical of all the problems to be encoun- 
tered, an actual example of the use of engineering relations may be of 
value in clarif3dng the problems which must be met in bridging the 
gap between engineering and economics. 

I. The Scope op Engineering Analtsis 

Before suggesting a way of using engineering data in economic 
analysis, we must consider the problems which the engineer himself is 
trying to solve. Since his initial aim is to discover all feasible ways of 
making a given product or performing a given service, his first concern 
is not 'mih particular inputs but vdth. the nature of the chemical or 
physical transformations which are involved in the productive process. 
He breaks dovm the process of production into convenient imits whose 
performance he attempts to describe by formulae based on the laws of 
physics and chemistry. Since an elemental analysis in terms of the 
properties of each piece of equipment is often impractical, the engineer 
must usually resort to testing various sizes and combinations of equip- 
ment to determine the effect of such variables as size, speed, tempera- 
ture, etc. upon total perfoimance. The probable output of a whole 
industrial plant is estimated by a series of calculations of this sort. 
One basic difference between engineering analysis and economic 
analysis, then, is the units which are considered fimdamental. While 

2. Althou^ the results of en^eemg studies are sometimes used by econo- 
mists to obtain cost curves, to my knowledge experimental data has been used 
systematically only to derive production functions in the field of agriculture. The 
mialysis of airtransport by M. Louis Breguet (summarized by E. H. Phelps Brown 
in EamoTMtrica, 1936, pp, 249-259) uses a technique to derive a cost curve based 
on engmeering experience which is in many ways similar to that which will be used 
in this paper. Professor Stigler (American Economic R&ii&w, March 1940, p. 402) 
and others have suggested that an engineering approach would have advantages 
in the derivation of production functions and cost curves, but the suggestion docs 
not seem to have been taken up by economists. 
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the economist deals with plants or firms or industries, the engineer 
must deal primarily with separate* physical processes. 

The difference between the economist's problem and that of the 
engineer is shown most clearly by the variables which they find it 
convenient to use. In describing the process of production, both 
must deal with the quantity, quality, and price of all feasible inputs 
which may produce a given output. The engineer is interested first 
in the selection of inputs and second with the quantity of each which 
will be required. He normally treats prices as parameters which will 
either be held constant throughout the analysis or at most take only a 
few possible values. The economist on the other hand is interested 
primarily in the effect of varying prices upon productive combinations. 
He, therefore, treats each qualitative variation in an input as if it were 
a separate input in order that each one wiU have an individual price. 
This procedure is useful so long as the discussion remains on an 
abstract level, but it is very cumbersome to apply in analyzing an 
actual productive process.® 

Since the engineer’s primary aim in the first stages of analysis is 
to determine what inputs may be combined to produce a given result, 
he describes the process in terms of the properties of the inputs. For 
example, to determine the input requirement of an unspecified metal, 
he may state the hardness, tensile strength, and resistance to shear 
necessaiy to produce a given result. At this point cost calculation 
using the assumed prices is necessary to choose the metal which will 
prove most economical. The quality and type of the inputs, which the 
economist assumes as parameters, are the end result of this phase of 
engineering analysis. Since the design of an industrial plant consists 
in a long series of such calculations, the engineer does not usually 
consider a wide range of price possibilities but merely adopts the com- 
bination of inputs which produces the least cost with the assumed 
prices. The engineer’s design calculations are therefore usually limited 
in their applicability to the few price combinations which have been 
considered. It is not feasible for him to maintain the degree of gener- 
ality which the economist prefers in reserving all cost calculations until 
all possible physical combinations of inputs have been considered. 
This method would greatly increase the work of designing even a 
simple plant; therefore the engineer makes a series of least-cost calcu- 
lations as he goes along. 

3. The dimension which the economist calls '^quantity” might be defined as 
that variable to which a price is attached. The necesiaty for this correspondence 
between quantity and price leads him to formulate the production function in a 
discontinuous way. The engineer seeks to avoid such a discontinuity. 
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If the economist wishes to use engineering data to construct a 
production function, he must go back to the intermediate stage in 
engineering calculations at which the possibilities of using various 
types^ of inputs are considered- These data are found in engineering 
textbooks but not in the published results of engineering studies. In 
order to use it conveniently, the economist must abandon his conven- 
tion of using one-dimensional inputs and use multi-dimensional inputs 
as the engineer does. The advantages of this procedure will be demon- 
strated below. 

The usefulness of engineering data to economists varies from 
industry to industry. Engineeiing as commonly conceived concerns 
itself piincipally with the performance of machines rather than of men. 
Consequently the accuracy of a production function based on engineer- 
ing data alone will vary inversely with the variability of the labor 
input. The accuracy of an engineering production function will like- 
wise vary considerably among industries according to the develop- 
ment of engineering science in the particular case. A chemical reac- 
tion may be described more exactly than the design of a machine, for 
example. The effect of vaiyung one input separately from the other 
inputs required may sometimes be accurately determined from engi- 
neering considerations, however, even where calculations of the total 
output have a considerable margin of eiTor. 

The simplest case for the construction of a production function 
from engineering considerations alone would be one in which labor 
can be treated as a joint factor with some other input, in which engi- 
neering science is well developed, and in which the technical charac- 
teristics of one or a few principal processes are a determining factor 
in the cost structure of the plant or firm. The industries which seem 
to come closest to this ideal are the chemical processes, the refining of 
raw materials, and other standardized, automatic techniques. 


II. Use of Engineering Data in Economic Analysis 
A. Selection of Independent Variables 

I^t us first define precisely three classes of variables which will be 
used in this paper. The familiar economic categories of land, labor, 
capital, materials etc. will be called economic factors of production. 
The purchasable commodities which make up these general cate- 
gories ^ be called physical inputs. It is these which appear in the 
economist’s production function. The third category of variables 


' inputs are to be distinguished by differences in one or more 

^3^cal dunensions other than quantity. For example, copper, aluminum, and 
steel mi gh t be alternative types of a metal input. 
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consists of the physical properties (or dimensions) of the inputs or of 
the process itself, which will be called engineering variables. 

It is proposed to rewrite the production function of economic 
theory in terms of engineering variables. For this procedure to be 
valid, it is necessary that the quantity and cost of the physical inputs 
be determined by the variables chosen. Several examples may make 
this proposal clearer. In the process of steam generation, the output 
of steam per hour is a function of the rate of flow of water, the temper- 
ature, and the dimensions of the boiler. These in turn determine the 
pressure in the boiler, the stress in the steel, and hence the type and 
amount of steel required. The amount of fuel needed can be analyzed 
in the same terms. To determine the most economical type of fuel, a 
calculation must be made for each alternative source. This is typical 
of all cases where there are several alternative processes. The final 
production function may involve different processes over different 
ranges of output. For example, if the principal element in a process 
is an automatic machine, the relevant engineering variables may be its 
speed, size, continuity of operation, etc. The analysis of machine 
processes is likely to be more complicated than that of fluid operations, 
and less exact. 

It is dfficult to specify a 'priori any rules for the selection of inde- 
pendent variables other than the requirement that they must uniquely 
determiiie both quantities and types of inputs for a given output and 
given costs. The aim is to try to reduce the actual design calculations 
of the engineers to a manageable form while retaining a maximum of 
information as to the possibility of substituting one input for another. 

B. The E'nginemi'ng Production Function 

A function which fulfills the above conditions may be called an 
engineering production function. By a simple transformation it may 
be used in the same way as the usual relation postulated by economists 
in terms of physical inputs or of economic factors. 

The conditions assumed above may be expressed as follows: 

V'i = Ui (vi. . . v„) (i ^ 1, . . , , n) (1) 

Pi = Pi (»i . • ■ »«) (2) 

where: Ui is the quantity of each ph 3 rsical input, 
pi is the price of per umt, 
the o’s are the engineering variables. 

The production function assumed in economic theory may be 
written: 


f(^X} * • , w,,,) 


( 3 ) 
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Where X is the output per unit of time (or the capacity of the process). 

The corresponding engineering function is then: 

X = <l>{vx, (4) 

since the m’s in equation (3) may all be expressed in terms of f i . . . 

The cost function may be similarly transformed. The total cost 
is: 

m 

C = 2 Pi (5) 

1 

This may be re'written: 

C = t(vi, ...»„) (6) 

since both quantities and costs are functions of the engineering 
variables. 

The usual mathematical analysis of the theory of cost and 
production can be rewritten in terms of equations (4) and (6), but 
this is unnecessary because no change has been made in the form of 
the equations. The cost per unit of the engineering variables is not 
constant for changes in quantity, but this difference does not greatly 
complicate the problem. Only the first steps in the general analysis 
will be repeated here. 


C. Conditions of Equilibrium 

Following Professor Samuelson,' we may write t^ necessary 
conditions for the minimum cost of any given output, X as follows, 
using the method of the Lagrangean multiplier 
Let 

Z = w(ri, . . . J^n) ... X\ 

For a proper relative minimum. 


dVi 


Ti' - 0 


from which 


i.iil.i?: il 

A TTi Wz TTn 

The n equations in (7) plus equation *(4) detennine the values of the 
^engineering variables (and of X) which will produce a given output, 
X, at least cost. As in the case of physical inputs, the marginal 

5. All of the mathematical analysis of Samuelson can be applied to engineer- 
ing production functions by substituting my equations (4) and (6) for his eq. (1) 
and (3) in Ch. IV, Foujidaiions of Economic Analysis, 

A Any I^tational relations among the variables in the production function 
would necessitate breaking it down into several equations with an equal number 
of multipliers. 
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productivities, <l > , must be proportional to the marginal costs for 
each variable. The secondary conditions for a proper minimum are 
fulfilled if the isoquants in terms of the v^s are convex to the origin 
in all directions.*^ When factor costs are not taken to be constant, 
these conditions are the same as those for physical inputs. The 
quantities and prices of the physical inputs are then determined by 
substituting the equilibrium values of the in equations (1) and (2). 

One important use of production functions is to determine the 
change in the equilibrium values of the inputs resulting from a 
change in one of the cost elements. These cost elements enter equa- 
tion (6) as parameters, but any one of them may be treated as a 
variable. Examples of the variation in the equilibrium values result- 
ing from a change in particular prices will be given in the next section. 
For a general mathematical treatment, the reader is referred to 
Professor Samuelson's analysis.® 

The relationship between engineering production fimctions and 
those which the economist is accustomed to use should now be clear. 
The engineering function describes each input in terms of one or more 
of its properties, which may vary independently within limits. The 
corresponding function in terms of one-dimensional inputs would 
require as many variables as the possible types of each input. Use of 
multi-dimensional inputs makes the mathematical analysis much 
simpler. 

Although it is not in general possible to transform an engineering 
production function into one involving one-dimensional inputs with- 
out greatly multiplying the number of variables, it is always theoreti- 
cally possible to write it in terms of any general categories such as 
capital, labor, materials, etc., which the economist chooses. To take 
a simple two-variable case, each physical input implies a certain 
amount of capital and current inputs. The amounts of capital and 
cun*ent inputs can therefore be specified in terms of the engineering 
variables. Since different combinations of the v^s may require the 
same amount of capital, the production function can only be defined 
by minimizing the amount of current inputs for each quantity of 
capital. Mathematically, this is a constrained minimum problem 
with two subsidiary conditions: output and capital constant. For n 
factors, there Tvill be n such side relations.® Hence, even a very 
simple engineering production function may result in a relation 

7. This condition holds unless the isocost surfaces are convex to a greater 
degree in some region. 

8. Op. cit., pp. 63-69. 

9. For the general solution, see Samuelson, op. dtj p. 362. 
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between capital, labor, and materials which is difficult to deal with 
mathematically. Since the economic relationship is implicitly defined 
by the engineering production function, it will usually be more con- 
venient to deal with the latter throughout the analysis. This pro- 
cedure -will be follo'wed in the example below. 

The use of multi-dimensional products has already been suggested 
in the field of consumption, but there the analysis is hampered by the 
fact that neither cost nor consumer preferences show a consistent 
variation with the various properties suggested.^ In the field of 
production, how^ever, these obstacles are absent because consistent 
functional relationships exist in general between the dimensions of 
the inputs and both output and cost. 

Ill Production-Function Analysis of Pipeline Transportation® 

One of the simplest processes knowm to the wi'iter which serves 
as an example of the suggested technique is that of movement of 
fluids by pipe. Since this is the entire productive function of several 
industries, it has considerable economic importance as w^ell. Although 
all formulae for fluid flow are essentially similar, the case of natural 
gas transportation has been chosen because the compressibility of gas 
makes the range of variation in production possibilities more exten- 
sive. The economies of scale which will be demonstrated by this 
example are t 3 q>ical of all pipeline flow and to some extent of all 
processes involving containers. Fluid flow recommends itself for this 
type of analysis because the formulae required can be determined 
quite accurately in the laboratory and modified through experience 
with larger-scale operations. There is only one feasible technique,® 
and the production function is continuous. 

A. The Technological Relations 

Natural gas is transported in volumes up to half a billion cubic 
feet per day through pipelines ranging in diameter to over thirty 
inches, and in length to over 1600 miles. The amount of gas trans- 

1. The diflSiculties of quantitative treatment of “product variation” are 
diown by Professor Chamberlin in The Thewy of Monopolistic Competition, 
Chapter V. See also H. Brems, “The Interdependence of Quality Variations, 
Selling Effort and Price,” this Journal, May 1948, p. 419. 

2. I am indebted to Mr. Reginald Burdick, vice-president of the Southern 
Natural Gas Company and to Mr. Ross Holmes for information on the design 
and operation of natural gas pipelines. 

3. I.e. only pipeline transportation is economically feasible regardless of the 
variation in prices and its productive possibilities can be described by a single 
function. 
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mitted by a pipe depends upon its diameter, the pressure of the gas, 
and the pressure drop along the line. Hence capacity may be in- 
creased by either increasing the diameter, the pipe thiclmpaa, or the 
pumping capacity. An empirical relationship among three engineering 
variables which has been commonly used in the design of pipelines is 
given by Weymouth’s formula:^ 

X = - Pi (8) 

where: Pi is the initial pressure m the pipe (in pounds per square inch 
absolute), 


P 2 is the outlet pressure, 

D is the inside diameter of the pipe in inches, 

X is the capacity in million cubic feet of gas per day, 

X is a parameter which depends upon the conditions oi^ 
measurement, the specific gravity of the gas, its flowing temperature, 
and the length of the pipeline between compressor stations. 

This relation may be rewritten as a function of the initial pressure 
and the pressure drop through the section: 

X = X Pi Vl - (9) 

Since all inputs are proportional to the length of the line, we 
may choose 100 miles as a convenient unit of analysis; the results 
will apply to any length. 

The production relation for gas flow has been written in terms 
of pressures and the diameter of the pipe. The pressures must be 
expressed in terms of the properties of the physical inputs, pipe and 
the compressors, in order to satisfy the conditions for an engineering 
production function. This transformation is effected by making use 
of the following properties of pipe and pumping engines: 

(a) Working pressure of a pipe depends upon its thickness, 
diameter, and allowable maximum stress, as follows: 


Px 


2ST 

D 


( 10 ) 


where; S — working stress (poimds per sq. inch) 

T = thickness (inches) 

(b) The horsepower of a compressor is a function of the com- 

4. See Pacific Gas Assn., Gas Engineer’s Handbook, 1934, p. 727fE. Wey- 
mouth’s formula is derived from purely thamodynamic reasoning except for the 
introduction of an empirical friction factor. It ignores the deviations from the 
perfect gas law at high pressures and hence is inaccurate above about fiOO P.S.L 
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pression ratio between outlet and intake and the quantity of gas 
pumped:® 

H = (28.75S - 13.9)Z (11) 

approximately, over the practical range of B. 

where: B = Pi/ Pi = compression ratio 

H = horsepower 

(c) The weight of steel pipe depends on its diameter and wall 
thickness: W = 28.2(2) + T) T 

or approximately =. 28.2 DT (12) 

Formulae (10) and (11) enable us to rewrite equation (9) in a 
more useful form, using the stress as a parameter. 

X = i?i D”'® T V 1 - 1/B^ (13) 

where Ki = 2.623 for a value of iS = 16,000 p.s.i. and a length of 100 
miles. 

Equations (11) and (12) are the required relations between the 
physical inputs and the engineeiing variables specified in (1) above. 
The input of pipe may be described in terms of my two of the three 
variables D," T, and W. Equation (11) is actually a separate pro- 
duction function for the process of compression, which is used to 
translate the compression ratio R into the horsepower required. All 
costs of compression are assumed to depend on the horsepower per 
station. 

The principal problems in designing a natural gas line are the 
determination of the thickness® and the diameter of the pipe and the 
size and spacing of compressor stations.^ Variation in station spacing 
is an alternative for varying the horsepower per station, but it is 
taken as a constant here because its effect on the final results is small. ^ 

5. The true function for adiabatic compression is: 

H = (5-213 - k)X 

where k depends on the efficiency of the particular compressor. A value of A; *= .96 
is used here- See H. C. Lehn, “An Analysis of Gas Pipeline Economics,” American 
Society Mechanical Engineers TransactionCj July 1943, p. 446. 

6. In the following solution, the fact that pipe thickness has a ininiTrmm 
practical value which varies with diameter is ignored for the sake of simplicity. 
In practice, a theoretical value of T of less than the minimum (between .18 and 
.30 inches) would indicate the use of the smallest practical value and a correspond- 
ing revision of the cost curves. The resulting difference in total cost is slight. 

7. When manufactured gas is transported, the heat content of the gas may 
also be varied. The effect of this variable upon transport costs is shown by M. A. 
Van der Hende, ^Tlstimation de la Distance Economique du Transport du Gaz,” 
World Power ConferencBj Fuel Economy Section^ 1947. 

8. In most engineering analyses of this problem, the horsepower per unit of 
capacity is solved for its optimum value and then held constant while the spacing 
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In addition to the required quantity of gas to be transported, the 
given conditions include the estimated load factor and the probable 
variation in capacity over time. For the moment, only the problem 
of minimizing the cost of a given capacity (assuming that the com- 
pressors are operated 75 per cent of the time) will be considered 
without the complications introduced by the need for flexibility. 
The functions which have been written are therefore sufficient to 
determine the equilibrium or least-cost conditions after the costs of 
the several inputs have been specified. 


B. Cost Functions 

The elements of cost in the long-run cost function may be divided 
into three categories: annual charges depending on the cost of installed 
equipment (interest, depreciation, property taxes, and obsolescence), 
annual operating costs depending on the quantities of the several 
capital goods installed, and other operating costs, which in this case 
are approximately proportional to the total cost. The nature of the 
production function under consideration is such that the only possi- 
bility of substitution among factors is between compressors and pipe. 
The quantities of labor, fuel, and maintenance are determined by 
the size and amount of the two types of capital equipment while raw” 
materi^s (gas) are only consumed in the process as fuel. They may 
otherwise be left out of the calculations entirely since the input 
equals the output. 

Cost data on the construction and operation of aU interstate 
pipeline systems has been collected and analyzed by the Federal 
Povrer Commission.^ Construction costs based on engineering 
experience are also available^ for the period of the late twenties, when 
most of the pipeline systems now in existence were designed and 
built. These studies dictate the variables to be used in the cost 
function.^ 

varies. The present assumption of constant spacing (100 miles) simplifies the 
mathematical treatment and gives similar results as to substitution and total cost. 

9. Federal Power Commission, Natural Gas Canvpany Cost Units, 1945. 

1. W, R. Kepler, “Gas Pipe Line Factors Affecting Minimum Cost,” 
American Gas Assodation Proceedings, 1930, pp. 797-819 and H. C. Lehn, op. cit, 

2. The statistical technique of the Power Commission study may be ques- 
tioned because no correction was made for changes in construction costs and only 
simple correlations were used. However, the pronounced central tendency of all 
the cost distributions makes the errors due to this soiirce of minor importance for 
the present purpose. AU costs in both studies are stated in terms of variables 
derivable from equation (13) : weight, diameter, and horsepower. The graphical 
results of the Power Commission study have been reduced to linear functions 
without introducing much inaccuracy over the range of observations. 
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These cost data may be summarized in the following cost 
function; 

C ^ IT {D, T, R, X) = (aii + h) H + {(h + a,) iW + 

(62 "t“ cioO 4“ ^3 + ciC (14) 

Where D is diameter, T is thickness, B is compression ratio, 

H is horsepower (which depends on X and B), X is capacity, 
W is weight of pipe (which is a function of D and T). 

C is the annual cost per 100 miles of line 
cEi = ai(H) = installation cost per horsepower 

02 = (h(S) = cost per ton of pipe (as a function of working stress) 

03 = pipe installation cost depending only on length 

04 = pipe installation cost depending only on weight 

05 = pipe installation cost depending only on diameter 

61 = hi(H) = annual operating cost per horsepower 

62 = h(T) = annual pipeline maintenance cost per inch of diameter 

Cl = other operating costs as a fraction of total cost 

^ = combined annual rate of interest, depreciation, and 

obsolescence 

Although theoretically these parameters may be functions of the 
indicated engineering variables, the available data shows them to be 
practically constant over the range which has been experienced in 
practice. The following values of the parameters will be used as 
fairly representative of the pipelines built before the war. The chief 
inaccuracy is the use of 1945 operating data with prewar construction 
costs. 

ai = 1130 per Hp. 

02 = $100 per ton 

03 == $300,000 per 100 miles 

04 = $12 per ton 

05 = $26,000 per inch of diameter 

61 = $19 per horsepower per year (compressors operated 6500 

hours) 

62 = $1250 per inch per year 

Cl == .18 

The determination of i is a more difficult problem. If properly 
maintained, both pipelines and compressor stations will last indefi- 
nitely and only become obsolete if new operating techniques require 
higher pressures than the lines were designed to handle. The Federal 
Power Commission specifies depreciation rates of 2.5 per cent and 
3.0 per cent for pipelines and compressor stations respectively, but 
these figures bear no necessary relation to physical life of the equip- 
ment if it is fully maintained. In the present study, the effect of 
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varying the combined rate of interest, depreciation, and obsolescence 
win be studied, assuming that interest and obsolescence are the 
dominant factors and that both pipe and compressors have the same 
combined rate, i. 


. C. Conditions of Equilibrium 

Given equations (13) and (14), the derivation of the long-run 
cost curve follows the textbook analysis with the engineering variables 
used in place of physical inputs for convenience. Hence only the 
difference between the two techniques require comment. The results 
of the solution of equations (7) using the data of the present example 
will be given first. 

1. The Least-Cost Solution. Solution of equations (7) requhes 
the partial differentiation of the production function and the cost 
function with respect to each of the engineering variables. The 
results of differentiating equations (13) and (14) are as follows: 


t's = (ait + 6i) = 28.75 (ait + 6i) X 

dR 

A M/ 

tt'jt s= (02 + a^i — “f- 2820 (<22 4" o>^i D 
dT 

dW 

it'd “ (^ 4“ ^^i — — 4” (62 4~ ctsi) ^ 2820 (02 4" a^iT 4" 

uIj 

(5s -ir aet) 

, , Ki « T 

<P R — 


22* V22* - 1 


(15) 

(16) 

(17) 

(18) 


= iTiZ)* " Vl - l/22s (19) 

<f>'D = 1.67 KiD-^^ T V 1 - l/iJs (20) 


Any two of the equations (7) may be combined with the produc- 
tion function (13) to give the equilibrium values of the engineering 
variables. The solution is simplified by using the derivatives with 
respect to T and D first because it turns out that T is a fimction only 
of the parameters: 


^ from wHch T = -f- 


62 4“ 




. ( 21 ) 

.2820 (og + a4)t.' 

Assuming a value for t of .06 (which is about the lower limit of the 
practical range of variation) and substituting the values of the other 
parameters, we can solve* for T: 


1250 + 26,000 
2820 (100 + 12)i 


.222 inches 


( 22 ) 


. 3. All calculations were made by slide rule. 
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We can take advantage of the fact that T is a constant once the 
costs associated with pipe have been specified to rewite the cost 
function in terms of the costs of one-dimensional physical inputs. 
This was not possible previously because pipe costs are a function of 
both diameter and thickness. If the latter is constant, they can all 
be expressed as a function of either diameter or weight. Equation 
(14) thus becomes: 

C - HPb + DPd (omitting the constant elements ci and 03 ) (23) 


Pb =s nTimia.l cost per horsepower = aii + h = $26.80 
Po = anniml cost per inch of diameter 

= [(<i 2 + fli) 2820r -h a^i -h 62 = $7030 
The values of i? and D can be most conveniently determined in 
terms of these two cost elements, Pa and Pc. , , - 

Using the derivative with repect to R and D and solvmg 

for X ^ves: 

X (24) 


where 


R {RT- - 1) 
\48 Pa/ 


This result can be checked by using the third pair of derivatives, 
which gives the same value of K. Eliminating D between equations 
(24) and (13) gives the solution for B in terms of the output, X. 



D is then determined from either (13) or (24). 

The least-cost combination of inputs has now been specified for 
any value of X, since the secondary conditions for a minimum are 
satisfied by the derivatives. It is therefore theoretically possible to 
rewrite the cost function in terms of X alone. Since this would result 
in a very unwieldy expression, a graphical solution is given m Fig. 1 
below for the long-run cost curve. The other cost curves presented 
will be discussed later. 

Since T is a constant so long as the parameters are unchanged, 
we can express D in terms of R by eliminating X between equations 
(13) and (24). 



This result is analagous to the famUisu “scale line.'' 
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2. Effect of Price Changes on the Least-Cost Positions. Since the 
general solution for the displacement of equilibrium due to a change 
in any cost element is quite cumbersome in the present case, only 


FIGURE 1 



CAPACITY 


LMC: Long-nin marginal cost 
LAC: Long-run average cost 

IMC: Intermediate marginal cost (pipeline fixed, horsepower varied) 

I AC: Intermediate average cost 
SAC. Short-run average cost 

The long-run cost curves {LAC and LMC) were derived from equations (14) 
with i equal to .06. 

The intermediate cost curves assume that the pipeline determined by the 
long-run cost curve for X = 100 is fixed, and that R is varied. 

Short-run average cost was determined from the Federal Power Commission 
data assuming that the operation of compressor stations is the only cost which 
varies with output. 

two examples of the effect of changes in factor costs will be considered. 
The variable elements are i and the load factor. 

In specifying the parameters used above, an annual rate of 
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operation of the compressors of 6500 hours or 75 per cent has been 
assumed, which represents a high load factor. If instead the demand 
for gas is so variable that an annual rate of operation of only 25 per 
cent can be expected, the annual cost per horsepower is reduced about 
40 per cent. Since the costs of maintaining the pipeline are not 
reduced at aU by the lower load factor, the least-cost solution will 
require more compressors and less pipe. 

A second variable which affects the least-cost position consider- 
ably is the combined rate of interest, depreciation, and obsolescence, i. 
The expected life of the gas field, demand for gas, the rate of interest, 
and even the property tax will all affect the value of i to be used. 
We shall consider the effect of a rise in i from 6 per cent to 10 per cent. 
This change will have the same effect on the optimum PdIPh ratio 
as the fall in the cost of horsepower assumed above because pipe 
is considerably more capital-intensive than compressors. 

The optimum ratio of horsepower per unit of output (which is 
proportional to 22) to diameter has been shown to depend only on 
the PjdIPh ratio and the thickness, T. As a final case let us consider 
the effect of doubling the ratio PdIPh, which might be caused by 
number of relative price changes among the parameters. If the 
interest rate is not among the elements which change, we can assume T 
to remain constant (which is of assistance in graphical representation). 

These three assumptions, together with the original data (Case 1) 
may be summed up in the following table: 



i 

T 

Pd/Ps 

W/H (/or X = 100) 

Case 1 

.06 

.222 

2.62 

6.14 tons per hp. 

Case 2 

.06 

.222 

3.64 

6.41 tons per hp. 

Case 3 

.10 

.183 

3.00 

5.24 tons per hp. 

Case 4 

.06 

.222 

5.24 

4.74 tons per hp. 


The magnitude of the resulting shifts in the optimum combination of 
factors is shown approximately by the ratio of w’eight of pipe to 
horsepower. A more complete presentation of the results is made in 
the graphical solutions below. 

3. Graphical Solutions. Engineermg production functions permit 
graphical solutions in terms of each of the three sets of variables. 
Each has advantages for particular uses, and together they shed 
light on the calculations underlying the production function in terms 
of capital and labor which the economist is accustomed to use. The 
present example is a favorable one for graphical analysis because so 
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long as the rate i does not change, the engineering variables may be 
reduced to two, diameter and compression ratio. 

The production function in terms of the engineering variables 
(Fig. 2) is likely to be the simplest mathematical relationship, as it 


FIGURE 2 

Engineering Production Function: Gas Transmission 



is in the present case. However, since the isocost lines are not straight 
in terms of these variables, a transformation to dimensions which 
have constant costs is desirable. Fig. 3 shows the production function 
in terms of horsepower (for which a constant unit cost has been 
assumed) and weight of pipe for a constant thickness. While a 
change in thickness will only require a renumbering of the isoquants 
in Fig. 2, it will change the values of H and W and hence require a 
separate cross-section in the H-W plane for each value of T, Fig. 3 
can therefore be used to compare only price changes involving no 
change in i, since the optimum thickness varies with i 

The relation between generalized factors of capital, labor, 
materials, etc. with which the economist usually starts is in general 
the most difficult to derive. For this reason it comes at the end of 
the present analysis rather than at the beginning. The reason of 
course is that the function relating capital, labor, etc. to ouptut is 
defined implicitly by the functions which we have analyzed but 
cannot be written explicitly in the present case. When the two 
preceding functions have already been derived, the only need for 
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transfonning tlie input combinations into more general categories of 
capital and labor is to analyze the demand for these general factors. 
Since capital alone represents about two-thirds of the total cost in 
the present process, it has been treated as a separate factor and all 

FIGURE 3 

PBODrcnox Function (Physical Inputs) 


K 



current inputs (including labor) lumped together as materials. This 
procedure is valid only if the relative prices of current inputs do not 
change. With this assumption value units can be used to measure 
the quantities of both capital and materials. Their price ratio is of 
course The results of such a transformation are shown in Fig. 4 
below. The increase in i assumed in Case 3 is shown to cause very 
little decrease in the amount of capital used because in this neighbor- 
hood the elasticity of substitution of capital for other inputs is very 
low. 

Scale lines are drawn on all three production functions to 
represent the least cost positions for various values of the cost 
parameters. Those in Fig. 3 can be determined graphically for any 
assumed value of the price ratio of horsepower to weight of pipe. 
Those in Fig. 2, however, cannot be determined graphically since 
prices are not uniquely related to values of the engineering variables. 
On this diagram, therefore, the scale line is determined from equation 
(27) and represents values of the engineering variables at the least- 
cost solution. 
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The method of solution was indicated in section II above. Using 
the Lagrange multiplier with two constraints, output and materials 
constant, gives three equations of the following form; 

Ki' - Xi Mi' - Xs Xi' =0 {i = D,T, B) 

where K = aj) + (oa + a*) IF + aiH = the quantity of capital 
M = 5al> + biH = all current inputs (materials) 

PIGXmE 4 



CAPITAL ($1,000,000) 


Eliminating the two undetermined parameters Xi and X 2 , then 
eliminating T by means of the production function gives: 


17,450 Vija - 1 = 


80,200X12 

D 


276,000 


This can be solved for particular values of the two variables X and M 
in conjimction with the definition of the materials factor: 


D + .436 BX = — + .211X 
1250 
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The values of D, R, and T from this solution are substituted into the 
equation defining the quantity of capital to give the isoquants in 
Fig. 4. The scale line was determined mathematically for i == .06 
and graphically for the other values. 


FIGURE 5 

The Pboductivitt of Capital 

X 



CAPITAL ($1,000,000) 

Since treatment of all current inputs as a single factor, materials, 
is valid only so long as their relative prices do not change, the quantity 
of materials used here depends on the particular prices assumed. 

The productivity of capital, Fig. 5, is the particular solution of 
the above set of equations given by holding M constant at $90,000 
and varsring X. 

rV. The Use of Engineering Production Functions 
A. Results of the Present Study 

The essential and perhaps rather unusual feature of the trans- 
mission of gas is that the two principal elements of the technique — 
pipe and pumping engines — can be substituted for each other over 
a considerable range. From Fig. 3 it can be calculated that a 
deviation from the optimum ratio of horsepower to weight of pipe of 
50 per cent will cause a rise in cost of only 10 per cent. This char- 
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acteristic of the technique gives to natural gas transmission a con- 
siderable degree of flexibility. A pipeline which is ultimately intended 
to provide a capacity of 100 million cubic feet a day may initially 
have only enough compressors installed to pump 60 million, but the 
average cost will be less than 10 per cent greater than for the most 
eflScient line which could be built to provide a capacity of 60 million 
(see Fig. 1). The very marked economies of scale of large pipelines 
are equally responsible for this flexibility, which of course is only in 
one direction. Once the optimum compression for 100 million 
capacity has been installed, the only variable costs, if output drops 
off, are fuel and a small part of maintenance. The plant cost curve 
rises very rapidly and at 60 million is 40 per cent higher than that 
of the most efficient installation. 

These three cost curves, two of which result from the present 
type of production-function analysis, would of course be invaluable 
for economic analysis if they were more generally available. Of the 
three, the intermediate curve, representing the possibility of varying 
the more flexible capital factor, is for some purposes more useful than 
the plant curve. If the pricing of the services of an existing pipeline 
were controlled by marginal cost, for example, this would be the 
relevant curve. In the present case, the marginal cost rises very 
rapidly beyond the minimum-cost point, and marginal-cost pricing 
might result in a slow rate of growth and high prices. Another 
important use of this production fxmction is in the analysis of invest- 
ment. The cost curves suggest that if demand is expanding, con- 
siderable economies will be effected by building ahead of demand. 

Turning from the industry to the economy as a whole, we are 
interested in the demand for factors of production and the effect of 
changes in their relative prices. The present analysis has isolated 
only the most important factor, capital. The scale line in Fig. 4 
shows that when capital charges are at a practical minimum — 6 per 
cent for interest, depreciation, and obsolescence — the cost of capital 
is more than twice the total of all current operating costs (M) ; this 
ratio decreases slightly with increasing size. Although the two 
principal inputs, pipe and compressors, have an elasticity of sub- 
stitution of about .37 in the range considered, they are both quite 
capital-intensive. Therefore the elasticity of substitution of mater- 
ials, fuel, and labor for capital is very low for values of i between 
6 and 12 per cent or so, which is the practical range in the United 
States.^ If obsolescence and risk were eliminated, however, there 

4. The iniTiimnm value of z suggested by one gas company executive at the 
present time is 10 per cent, consisting of the following components: depreciation, 
2.5 per cent; property taxes, 1.5 per cent; return on investment, 6. 
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would be a considerable possibility of substituting capital for current 
inputs. 

Since the shape of the total productivity curve has been a matter 
of academic debate, the product curve for capital which is derivable 
from the isoquants of Fig. 4 is presented in Fig. 5, for the range 
over which the postulated production function is not too inaccurate. 
It would curve downward if extended, and in general it shows the 
familiar textbook shape, as do the isoquants from which it is derived. 
The possibility of substituting one factor for another in industrial 
processes typically involves such a continuous change in the form of 
the inputs as it does here. The iBxed production coefficients which 
have been postulated here do not, of course, produce any discontinu- 
ities in the isoquants so long as some substitution between two capital 
factors such as pipe and pumps is possible. 

Lest the data given here be used unaltered for a present-day 
discussion of the gas industry, it is desirable to mention the matter 
of technological change. Two important changes have revised the 
parameters in the production function of the thirties. Allowable 
working stresses in pipe have doubled due to better pipe-making 
techniques and more experience with large diameters. This merely 
changes the constant K used above, which affects the shape of the 
function in terms of capital and other factors. An equally important 
development has been the modification of Weymouth's formula at 
high pressures due to the deviation of gas behavior from that pre- 
dicted by Boyle's law. The increase in quantity for a given pressure 
may be as much as 20 per cent for pressures above 1000 pounds. 
The effect on the production fimction of these two changes together, 
is to shift the equilibrium solution from the minimum thickness with 
large diameter (i.e. low pressure) to very high pressures (and smaller 
diameters) for values of X less than 200 million feet per day.® Hence 
many existing low-pressure lines may become obsolete. Since the 
phenomenon of supercompressibility iutroduces a factor into the 
production function which greatly complicates it mathematically, the 
present paper has been limited to the low-pressure transmission 
techniques which have been standard until recently. Despite these 
changes, the generalizations about flexibility and economies of scale 
which have been made are unaffected, 

5. See “A Study of the Economics of Gas Pipe Line Design,” Proceedings^ 
Natural Gas Section j American €kts Assn.j 1942, p. 201 where the optimum values 
of the different variables under modern conditions are derived. For quantities in 
excess of 250 million feet per day, the optimum values are the same as those 
derived from Weyniouth's formula here — minimum wall thickness and operating 
pressure, resulting in large diameter. 
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B. Further Applications 

Now that a technique for utilizing engineering results has been 
demonstrated, several suggestions can be made for its application to 
other industries. First it is necessary to find processes or units of 
equipment which are sufficiently important to require detailed anal- 
ysis. In the case just studied there were two such units, pipe and 
compressors, which accounted for about 75 per cent of total cost. 
Since the production fimction of the compressor contained only one 
engineering variable, it was possible to consider it as merely a way 
of transforming compression ratio into horsepower and hence as 
determining the cost of a given compression ratio. The pipeline 
production function in its most general form contained five variables, 
which were reduced to three by making simplifying assumptions. 

Production functions have been derived by similar methods for 
a number of processes involving diiBferent types of technology, includ- 
ing evaporation, electrolysis, electric power transmission, and com- 
minution. In no case was it necessary to consider more than three 
dimensions of the process as variables in a realistic application. 
These processes have in common the fact that they can be described 
satisfactorily by an analytical model based on the laws of electricity, 
thermodynamics, chemistry, or mechanics. The production functions 
which can be derived for them are therefore of a very general nature 
and can be made‘ applicable to a variety of industrial plants by 
substituting the proper values of the parameters. Processes are 
building blocks which can be combined in particular plants in many 
possible ways. Hence a more general knowledge of production is 
secured by analyzing separate processes than by studying individual 
plants, which represent only one possible combination of them. The 
number of types of plants is much greater than the number of 
processes.® 

This method of analysis solves some problems but raises new 
ones. The first is the analysis of cost data in terms of the engineermg 
variables. The present example was chosen because such cost data 
was available. Equipment costs are normally stated in terms of 
various dimensions which occur in the production function, but it is 
more difficult to ascertain the variation in mamtenance and operating 
costs on the same basis. Since engineering analysis suggests the 
variables to be used and often the form of the equation to be fitted, 

6. See R. N. Shreve, The Chemical Process Industnes^ Chap. II for a discus- 
sion of the use of unit processes in analyzing plants in the chemical fields and also 
R. Schuhmann, “The Unit Processes of Chemical Metallurgy,” American Institute 
of Mining and Metallurgical EngineerSj Technical Publicatim No. 2363, June 1948. 
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however, statistical detennination of the cost function is simplified. 

The economist, who is accustomed to think in terms of whole 
plants, may be skeptical of the value of a production function for 
only part of one. In gas transmission little violence was done to the 
facts by concentrating on only two processes because the other cost 
elements are pretty weU fixed by the volume of gas transported and 
are in any case unimportant in determining substitution and econ- 
omies of scale. In more complicated plants, however, it may be 
necessary to consider five or ten processes to get a realistic picture of 
productive possibilities. Fortunately, the necessity of combining all 
these processes in a co-ordinated unit reduces the final number of 
variables. Many of the engineering variables will be common to 
several processes; if a limitation occurs in one process it must be 
followed in all. Once the engineering variables which affect 'several 
processes have been fixed, each process can be treated as a separate 
unit and its owm variables determined independently. Concentration 
on a particular aspect of the production function, such as substitution 
or scale effects, will permit a further reduction in the number of 
variables. At worst, the economist can limit himself to the two or 
three principal processes involved and consider the others as fixed by 
them. This is a common method of engineering approximation used 
in planning. 

Finally, we come to the meaning of the production function 
itself. In only a relatively small proportion of cases do engineers 
understand weU enough what goes on in the transformation of mater- 
ials into products to reduce the transformation to an analytical model. 
. Yet without such a model, the only productive possibilities which are 
known precisely are those which have been tried on a commercial 
scale. It is possible to produce an isoquant for any size of pipeline 
on anal3i:ical grounds, but the only combinations which have any 
accurate meaning for blast furnaces or turbines are those which have 
actually been built. In a sense technological change is involved 
whenever a new motor is designed, even though no new engineering 
principles are involved, merely because the outcome is uncertain. 
Therefore we must attach increased degrees of technological risk to 
points on the production function winch deviate from the range 
which has been covered by actual plants. It is this variation in 
technological risk which makes the movement along some production 
functions in response to price changes much slower than the movement 
along others, Each new point involves some degree of developmental 
expense, and the organization of the industry determines to a large 
degree the willingness of entrepreneurs to undertake this risk. 
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C. Conclusions 

The contrast between the present method and existing statistical 
methods should be clear. TJhey are essentially complementary. The 
few statistical attempts which have been made to determine produc- 
tion functions pertain only to particular plants and short-run varia- 
tions.^ Where no complete engineering explanation of the process 
exists, we can only hope to get such short-run functions with the 
variables and perhaps the shape of the equations indicated by engi- 
neering considerations. Where technology is further advanced, ® as in 
chemical, aeronautical, and electrical engineering, we can derive long- 
run production functions of a inore general nature. It is only in such 
cases that there can exist in the entrepreneur’s mind more than a 
hazy idea of untried variations in productive combinations which 
may be feasible. ^ 

Even if we are interested only in the productive possibilities 
with unchanged prices, the cost curve derived from a production 
function by the present method has distinct advantages over ’the 
■' statistical variety. In the usual method the relevant variables, the 
shape of the equations, and the values of the parameters must all be 
determined from the same set qf observations, whereas in the present 
case, only the parameters need to be determined. Therefore rather 
crude cost data can be used without great error in the shape of the 
cost curve. It is only with regard to the nontechnological elements 
in cost that the results depend entirelyjon the statistical observations. 

Hollis B. Chenert. 


Massachusetts Institute op Technology 

7. Cf. W. H, NichoUs, Labor Productivity Functions in Meat Packing, and 
Anne P. Grosse, The Technical Production Function and Cost Minimization in 
Basic Open Hearth Steel Makmg, RadcMe Ph.D, thesis, 1949. The latter uses 
engineering information to determine the variables to be considered and is based 
on experimentation with existing furnaces as well as commercial operation, 

8. Samples of engineering literature which deal with analytical production 
functions are the following: 

W. H. McAdtos, Heat Transmission, Chap. VII. 

Seelye, Electrical Distribution Engineering, Part III. 

R. Von Mises, Theory of Flight, Part IV. 

C. Tyler, Chemical Engineering Economics, Chap. VII. 

Hetherin^on and Huntington, ‘^Economics of Gasoline Plant Design,” 
Refiner and Natural Gasoline Manufacturer, August 1941. This gives a good 
example of the determination of the optimum value of an engineering variable 
which afEects several processes. 



THE PHYSIOCRATS’ CONCEPT OF ECONOMICS 
SUMMARY 

Introduction, 532. — I. The nature and scope of physiocracy: a normative 
and mathematical science based on “natural law,” 534. — II. The theory of 
innate economic ideas, 538. — III. A mathematically exact science deduced from 
first principles, 540. — IV. Quesnay^s own view of the new science, 544. — V. 
Quesnay’s use of the inductive method and of mathematics, 549. — VI. The gulf 
between Quesnay and bis disciples, 551. 

Historians of economic thought generally hold that the Physiocrats 
were founders of '^the first strictly scientific system of economics.”^ 
There was economic thought before the Physiocrats, to be sure, but 
this previous thought consisted of scattered theories, like Gresham’s 
law, and it was generally treated as part of ethics or of politics. Such 
subordination of economic thought to ethics is only to have been 
expected in a medieval and early modem society which looked upon 
social activity as moral and therefore subject to the ethical teaching 
of the Christian churches. It was likewise natural that economic 
thought be considered a branch of politics in the sixteenth and seven- 
teenth centuries when the absolute state had established itself in 
European society and succeeded in embracing or controlling most 
facets of human activity. 

In the mid-eighteenth century, however, in that period known as 
the “Age of Enlightenment,” there occurred an intellectual revolution 
which was directed against the traditional control of both Church 
and State over social activity. And out of that revolution there 
seemed to emerge a new science. Such, at least, was the pronounce- 
ment of an anonymous Physiocrat who wrote that “economic science 
has at last penetrated the sanctuary of the Muses . . . First because 
of the importance of its object, in the chronological order it is the last 
human branch of knowledge to be discovered.”^ This seems to have 
been the general opinion of men of the Enlightenment. The gossipy 
Baron Grimm, for example, wrote from Paris to his German sub- 
scribers that “political economy has become la science d la mode in 

1. The phrase is Auguste Oncken’s. See his compilation, Oeuvres ^conom^ 
igues et philosophiques de F. Quesnay (Paris, 1888), ix. It is a statement that is 
as universally agreed to as any broad generalization in the history of economic 
theory. 

2. “De Futility des discussions economiques,” in Physiocratie (Paris, 1768), 
IV, 3. Physiocratie is a six volume collection of essential physiocratie writings 
msrie by Pierre-Samuel Dupont. Authorship of the individual articles is not 
indicated in the collection. 
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France,” and he complained that “a sect [the Physiocrats] wishes to 
dominate this science.”® 

Certainly the Physiocrats believed that they had created a new 
science.'* They thought not only that their leader, Frangois Quesnay, 
had discovered it but also that he had developed all the essential 
truths it could properly contain. Mirabeau considered Quesnay’s 
Tableau €conomique one of the world’s three great discoveries — 
equalled only by the invention of printing and the discovery of 
money.® The Physiocrats were all content to sit at the feet of their 
master who, like Confucius,® was the oracle who possessed the truth 
in all its fullness. For them physiocracy was a new discovery which, 
like Minerva springing from the head of Zeus, was bom fuU-bloAvn, 
completely developed. The Physiocrats thought, therefore, that 
their appointed task was to explain and popularize the truths dis- 
covered by Quesnay. None of the followers thought that they, them- 
selves, had anything original or personal to contribute to the develop- 
ment of economic theory. The first ensemble of physiocratic doctrine, 
Mirabeau’s Philosophie rurale, was built around Quesnay’s Tableau 
iconomiqtLe with the express purpose of popularizing it.^ Mirabeau 
wrote at Quesnay’s suggestion, to some extent under his supervision, 
and he included at least one chapter written by Quesnay himself. 
In like manner, Le Mercier’s VOrdre naturel et essential des socieUs 
politiqueSj which turned out to be the classic presentation of physio- 
cratic theory, was written in Quesnay’s apartment, under his direction, 
and with the purpose of presenting the doctor’s theories in systematic, 
orderly fashion.® 

3. Correspondance litteraire, phUosopkique et critique (Paris, 1813), Pt. I, 
Vol. V (Febraary 1766), 480. 

4. The best source of iuformatiou on the Physiocrats and their contempor- 
aries is Dupont’s “Notice abr6g4e des diff4rents Merits modemes qui ont concouru 
en France i former la science de Teconomie politique,” published in eight numbers 
of the physiocratic journal, ipMmMies du dtoyen, in 1769. 

5. Cited by Louis de Lomenie, Les Mirabeau: Nouoelles itudes sur la sodiU 
frangaise au XVIIP circle (Paids, 1879), . II, 311. 

6. Quesnay was likened to Confudus, Socrates, Zeno and other such intellec- 
tual giants whose teaching was enthusiastically received by their disciples, who 
in turn became missioners of the great man’s gospel. 

7. Mirabeau’s book^ published in 1763, was a miserable failure. It did not 
offer the age the brilliant phraseology and the cystral-clear arrangement of ideas 
then in vogue. It was because of Mirabeau’s failure that Quesnay looked to 
Le Mercier for a successful popularization of his ideas. 

8. Contemporaries, both the Physiocrats and their opponents, all looked 
upon Le Herder’s book as the definitive statement of physiocratic doctrine. 
Dupont called it a “sublime book” in which the “truths discovered by Dr. Quesnay 
are so superiorly and so clearly developed.” {Physiocratie, III, 15.) Adam Smith 

■ believed it was the “most distinct and best connected accoimt of this [physiocratic] 
doctrine.” (T^eate^ of Nations, Bk. IV, Chapter IX.) 
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So the Physiocrats considered themselves a ^^schooP' of theorists 
who differed from each other on no important doctrine. This was an 
age when “sects’^ and “systems’* had fallen into intellectual disrepute, 
and the Physiocrats had to face the charge of blindly following a man 
“who had thought only of the operations of surgery and the rules of 
medicine, to which he added for his amusement a confused meta- 
physics,”® But they were willing to face the charge because they 
were convinced of the correctness of Quesnay*s doctrine — and 
because they thought all intelligent persons would some day come to 
agree with them in accepting it. Dupont tried to parry the accusation 
that the Physiocrats were a “sect*’ with countercharges which evaded 
the point at issue. 

And now a word to the severe enemies of sects. If those who regard all men 
as their brothers, who occupy themselves peacefully and incessantly with develop- 
ing their interests, their duties and their rights, who show that there are sacred 
and supreme natural laws, the notion of which is evident to all who reflect on it 
and the sanction of which is visible, pressing, imperious and inevitable, ... if such 
a group is called a sect who prove methodically all these things by calculation 
and by measure, then we well deserve to be hated, decried and persecuted by 
the wicked, by violators of the rights of others, by breakers of the natural law, 
by arbitrary despots and t 3 rrants.^ 

Le Trosne handled the question better by admitting frankly 
that the Physiocrats “form a sect, if it suflSces for this [designation] 
to have the same opinions, the same language, to be perfectly in 
accord on all points, to recognize a single master.**® Both the Physi- 
ocrats and their opponents, then, considered the group a small 
school of men sitting at the feet of a single master, men whose 
function was to popularize the master*s thought and thus bring the 
blessing of the new science to the entire world, a group, therefore, in 
which there could be no disagreement on important points of doctrine, 
for Quesnay’s writings were the “inspired word** to which they all 
looked for ultimate truth. 


I 

What did the Physiocrats think of this wonderful new science? 
What was its object? Its nature? Its method? What was it to 
embrace? How was it to discover all facets of social truth? What, 

9. Abb6 Gabriel Bonnet de Mably, “Du commerce des grains,” Collection 
compute des oettoresde Vabhi de Mably ^aris, 1794-95), XIII, 295. 

1, From the iphbmAr^le^ du dtoycn of 1769, the official physiocratic journal 
edited by Dupont. The selection is found in Eugene Daire (ed.), Physiocrates 
(Paris, 1846), 315-316. Daire’s collection of physiocratic writings remains the 
most complete in any language. 

2. De Vordre social ^aris, 1777), 312. 
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if anything, was to be put aside as foreign to itself and properly the 
object of another science? These are questions the Physiocrats had 
to answer for themselves in an age of rationalism so that their new 
science could obtain a recognized and clearly defined position. The 
answers they formulated are of some importance in the history of 
economic theory, for it is partly upon their answers to these questions 
that the Physiocrats are to be considered either the first contemporary 
economists or the last of the earlier modem economists. 

Writing, as they did, in an age of intellectual confusion,® the 
Physiocrats did not have as clear-cut a picture of the scope and the 
object of economics as did their successors of the early nineteenth 
century. In the first place, they did not cut entirely free from the 
older concepts which put economics down as a branch of ethics or of 
politics. They called themselves phihsophes iconomistes, and they 
looked upon their new science as a social philosophy including 
economic, political, ethical, and social activity. It was a normative 
social science, apparently, for it was based on natural law, as the 
word physiocratie indicates. Baudeau significantly entitled the work 
in which he tried to sum up physiocracy Introd/uction d la philosophie 
Sconomique, and he concluded this work by stating, ^‘Voild le droit 
naturel et la philosophie morale, a science which is to be perfected by 
“ViristriLciion morale iconomique, that is to say, instmction in the 
natural law of justice in its essence.’^^ 

The Physiocrats bound their new science tightly to '^natural law,” 
sometimes making it a part of the laws of nature,® sometimes identify- 
ing the two. Dupont states, for example, that “with a little reflection 
one can see with certitude that the sovereign laws of nature include 
the essential principles of the economic order.”® Again, he writes to 
J.-B. Say that economics “is the science of natural law, applied, as 

3. It is important that one remember how confusing things intellectual 
were in this age when almost eveiy thinker tried, above all, to bring order to bis 
subject. It is an age when Cartesian rationalism, long accepted by advanced 
thinkers, has fallen into decline. Cartesianism becomes the officially accepted 
philosophy of the Sorbonne, however, only in this age, replacing the even more 
decadent scholasticism. Empiricism, imported from England, had come to be 
accepted by the more daring thinkers by 1775. Romanticism, meanwhile, was 
beginning to undermine any form of rationalism. It riiould also be remembered 
that these methods and Ihese systems were not mutually exclusive in aR respects. 
It is difficult, therefore, to find any one thinker who uses one system and bdongs 
to one school exclusively. 

4. Baire, op. cit.j 819-820. 

5. The younger Physiocrats are not consistent in differentiating between 
“natural law” as a moral law and “law of nature” as a Newtonian physical law. 
The two concepts have merged in their minds, as we shall indicate later in this 
article, and it is only occasionally that they dMnguish them from each other. 

6. In Oncken, op. cit, 362. 
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it shotild be, to civilized society.”^ This same definition is offered 
by the author of the article De VuiiliU des discussions iconomiques 
when he states that economics is ‘‘nothing but the application of the 
natural order to the government of society.”** 

Although Quesnay makes no specific statements on the nature 
or the scope of economics, the younger Physiocrats thought their 
definitions were implied in his writings and were derived from his 
conversations.^ In his Despotisme de la Chinej which was the closest 
Quesnay ever came to arranging his physiocratic teachings into a 
unified piece, he tells how in that ideal country of China “ethics and 
politics form a single science.”^ This science is the model for his own 
physiocracy. Quesnay goes on to tell how the Chinese U-King, 
apparently a combination constitution and bible, governs all man's 
social and religious conduct. 

These sacred books [of U-King] include a complete ensemble of religion and 
the government of the empire, of civil and political laws; both are dictated irrev- 
ocably the natural law, the study of which is very searching and is, indeed, 
the capital object of the sovereign and the scholars charged with the details of 
administration.^ 

So the new science, which is based on natural law, is wide in 
scope. Apparently it is to include all social conduct, all of man's 
dealing with man. This was held as late as 1815 when Dupont 
condemned Say for restricting economics to the “science of wealth, 
which is only a collection of calculations.”® “You see, my dear Say,” 
Dupont went on, “that our science is very extensive, that it includes 
a great number of objects. Why do you restrain yourself to that of 
w^'ealth? . . . Your genius is vast. Do not imprison it in the ideas 
and the language of the English. . . . Economics is the science of 
enlightened justice in all its domestic and foreign social relations.”^ 
In 1777, when the physiocratic school was twenty years old and there 
was little doubt as to its ofiSicial teaching, Le Trosne had indicated 
the scope of physiocracy in more specific terms: “This science, taken 

7. In Daire, op. cit, 397, 

8. Physiocratie, IV, 9. 

^ 9. Gustave Schelle, who has done more work on the activity of the physio- 
cratic school than anyone else, observes: “It was in his [Quesnay's] apartment 
that economics was founded, more by Quesnay^s conversations than by his 
writings.” Le Doctenr Quesnay (Paris, 1907), 122, 

1. In Oncken, op, cit,, 605. Quesnay*s LespoUsme de la Chine ba ,c ; recently 
been translated into English and is published as the second volume of Louis A. 
Maverick's Chim^ A Model for Europe (San Antonio, 1946). 

2. Ibid,, 605. 

3. In Daire, op. cit., 397. 

4. Ibid., 397, 415. 
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in its ensemble, includes all parts of the administration: agriculture, 
commerce, industry, taxation, justice, the police, legislation, peace 
and war: everything that is related to the security, the tranquillity 
and the welfare of men is its province.”® 

The Physiocrats, then, thought that they had discovered a new 
science, that it was an elucidation of natural law, and that its scope 
extended to all of man^s dealing mth man and with natoe. It was 
therefore a moral science governing man’s social activity, much the 
sort of thing that John Locke once hoped to achieve for ethics by 
applying to that subject the laws discovered by his friend Newton. 
But physiocracy was also thought to be an exact science. Just as 
God had reserved to the French (in the person of Descartes), the 
honor of making an exact science out of philosophy, Dupont told the 
readers of Ephimirides du citoym, so the honor of molding morality 
and politics into a mathematical science had been given to the same 
people in the person of Quesnay.® That he was stating the official 
physiocratic position is evident from all their references to the new 
science, “a true science,” says Baudeau, ''which perhaps does not 
cede anything to geometry itself.”^ "Economic science,” according 
to another Physiocrat, "is as constant in its principles and as suscep- 
tible of demonstration as the most certain physical sciences.”® And 
Le Trosne calls it "an exact science subject to invariable rules.”® 

In thus defining and describing physiocracy the Physiocrats 
appear to have put themselves in an anomalous position. They can 
consistently believe it to be both normative and mathematical only 
if they hold that human conduct is susceptible to the same physical 
laws that govern the physical universe. Such a deterministic belief 
was not unknown in the eighteenth century, and although Quesnay 
had specifically written in defense of freedom of the will^ and had 
written nothing directly to encourage a deterministic approach to 
economics, nevertheless the younger Physiocrats all show a tendency 
to eliminate the variable human factor from their calculations. They 
were convinced that Quesnay had discovered the secret that would 
make all men act rationally in the future: the utility of conforming 

5. De Vordre social, 346-347. 

6. In Oncken, op. cit., 716. 

7. Premih'e introduction d la philosopkie iconomique, in Daire, op. dt, 655. 

8. “De Putilit6 des discussions ^conomiques,” Pkysiocratie, IV, 9. 

9. De Vordre social, 320. 

1. His most extensive defense of free will is Ms chapter “La liberty” in his 
Essai physique sur Viconomie animale. His stand here is essentially the same as 
that of the medievalist schoolman. He also asserts freedom of the will in Ms 
Drmt naiurel and De VimmortaliU de Vdme. These are all in OnckeMs collection 
of Quesnay’s writings. 
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to “natural law.” This, said Dupont, was Quesnay^s great contribu- 
tion to humanity;® “a principle of the greatest fertility,” Le Trosne 
called it, “which decides all questions of political economy, dissipates 
all prejudices, undergoes neither exception nor modification.”® The 
philosophical problem of free will was therefore unimportant to the 
Physiocrats,^ for they believed they had discovered the law of self- 
interest to which all men were as much subject as a stone is to the 
law of gravity. They were therefore unembarrassed by proposing 
that their science which dealt with human actions was both normative 
and mathematical. 


II 

Each science imposes its own proper discipline upon those who 
work in it. Each science has its o\^ti method of reasoning, its own 
rules of procedure, its accepted way of arriving at valid conclusions. 
Perhaps the Physiocrats’ concept of economics can be clarified, then, 
by seeing what method of reasoning they considered proper for the 
elucidation of economic truths. As typical Cartesian rationalists,® 
the Physiocrats subscribed to the theory of innate ideas. “Our 
knowledge of this law [natural law, which includes all economic laws],” 
Le IVIercier writes, “is written in all our hearts.”® 

The justice and the necessity of these natural laws are of a certitude which 
they themselves show to all men, without the help of any sensible sign. ... It is 
in the code of nature itself that they are found written, and we distinctly read 
them all there with the aid of reason, this light which iUuminat omnem hominem 
venientem in kune mundumJ 

Dupont goes even further and insists that economic truths 
manifest themselves to the simple savage as fully and certainly as to 

2. Dupont states this in a letter to J.-B. Say. See J,-B. Say, Cours compUt 
d’iconomie politique [17th. ed., edited by Horace Say (Brussels, 1^) ], 582. 

3. jDe VinUrit social^ 713. This second work of Le Trosne's is published in 
the same volume as his De Vordre social (Paris, 1777). 

4. The younger Physiocrats did not deny free will. They dismiss it quickly, 
however, to concentrate on what they call “social” or “physical” freedom, which 
is the liberty to do as one likes with his property. 

5. It is not generally appreciated that Cartesianism was the “new” and 
“daring” philosophy in France until the middle of the eighteenth century. It did 
not receive official status at the University of Paris until after the de Prades 
scandal of 1751-52. Only the most “advanced” thinkers in the 1760’s had 
revolted from the Cartesian system in favor of English empiricism, presented 
most effectively to the French thinker by Condillac’s Traits des sensations (1754) 
and Helvetius’ De Vesprit (1759). 

When we say the Physiocrats were Cartesian rationalists, exception must 
be made for Quesnay, and to some extent for Mirabeau, as we shflll show later 
in this paper. 

6. Uordre Tiatur^ et essential des soditSs politiques (London, 1767), II, 434. 

7. Ibid., I. 120-121. 
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the educated man. “These evident principles of the most perfect 
constitution of society/’ he says, “manifest themselves, of themselves, 
to man. I do not mean to say only to an instructed and studious 
man, but even to the simple savage.”® In the same vein the physio- 
cratic journal, ^phSmindes du dtoyerif condemned the Italian econ- 
omist and criminologist Beccaria for using the inductive method in 
the sociological sciences. 

We can know these sciences [the moral, political, and economic sciences 
comprising physiocracy] in their full extent, because their fundamental principles 
are by nature quite evident to those of us who wish to reflect a bit, and sometimes 
even despite ourselves. In applying ourselves to a thorough knowledge of these 
principles and always taking them as our point of departure, we arrive easily and 
with the greatest certitude at their most remote conclusions: an invincibly clear 
logic conducts us there rapidly by a series of incontestable deductions.® 

Le Trosne, writing in 1777 when physiocracy was fully formulated 
as a science, handles the question of method and the origin of knowl- 
edge of economic principles more fully than does any other Physiocrat. 
In the introductory chapter of De Vordre social he likens knowledge 
of economics to a “light” which floods the soul of the economist. 
“Struck by the certitude of these principles,” Le Trosne continues, 
“he is firmly convinced that they will one day be made manifest to 
all men.”^ Economic laws are known innately because economics is 
“a science derived from the first principles of justice which enlighten 
all men.”2 It is not made known to man by a particular act of 
revelation on God’s part; instead “it is simple, certain, laid bare to 
all eyes, it is written in obvious characters in the great book of 
nature.”® 

The Physiocrats seem confused in referring now to “the great 
book of nature” and then to “the heart” as the repository of economic 
truth. One naturally asks whether the Physiocrats looked for truth 
outside themselves in “nature” or in their own minds. The solution 
of this difficulty lies in the age’s identification of “nature” with one’s 
own mind. For it is by reflection rather than by observation that 
one reads in the “great book of nature.”^ Le Trosne demonstrates 

8. “Discours de F^diteur,” Physiocratief I, xix. 

9. 1769, VI, 62. Quoted in Leon Cheinisse, Les id^ poUtigues des 
physiocrates (Paris, 1914), 179. 

1. De Vordre social, 10. 

2. Ibid., IS. 

3. Ibid., 23. 

4. It is generally appreciated that Rousseau reasoned in this way, because 
of his strongly constructed case for subjectivism and for his pithy way of stating 
it: “What I feel is right, is right; what I feel is wrong, is wrong.” The rationalists 
were not different from Rousseau in all respects. Their book of nature, like 
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this point well: 

The first principles of the social order [physiocracy, or the good economic 
society for Le Trosne] that reveal themselves to us are simple; they conform to 
the constitution of man; they have always been known implicitly. . . . They are 
incontestable, and their certitude is easy to know. They are established partly 
on moral notions generally admitted and expressly dictated by instinct {par le 
sentiment interieur), and partly on the laws of nature itself, the results of which 
lie before our eyes. This social order is at the same time prescribed by justice 
and indicated by self interest; it has for its basis the rights and the duties of man 
as a moral and physical creature, of man fitted with intelligence and capable of 
discerning the true from the false, the good from the evil, the just from the injust, 
of man subject to [ph 3 ’’sicalj needs and forced to make use of the means that the 
laws of reproduction offer him, laws which he discovers by experience and 
reflection.® 

These ideas are independent of the world about the thinker. 
Le Mercier, for example, begins his classic exposition of physiocratic 
doctrine with an analysis of man — not too far removed from 
Descartes’ je pense, done je suis — and from it he deduces what the 
natural order should be, what man’s rights and duties are, what 
political and economic laws flow from man’s nature and from the 
physical laws regulating the universe. Le Mercier describes his 
method of reasoning accurately when he asserts: ‘T do not lay my 
eyes on any nation or any century in particular; I seek to describe 
things as they should be essentially, without bothering how they are 
or how they have been in any coimtry whatsoever.”® Again, he 
insists: 

As truth exists by itself and is the same in all places and aU times, so by 
reasoning and examination we can arrive at it and all the practical consequences 
which result from it. Examples which appear to contradict these consequences 
prove nothing, for it is only that men have lost the way and do not have certitude 
and full knowledge of the truth. ^ 


III 

The physiocratic theory of innate economic ideas should not be 
misunderstood and oversimplified on the basis of a few quotations 
like the above, as Locke had unjustly oversimplified Descartes’ 
theory of innate ideas. The Physiocrats realized that babies were 
not bom mumbling that a smaller supply means a higher price, or 
that agriculture is the source of all wealth. These things are innate, 
according to the Physiocrats, insofar as they are deduced from the 

Quesnay’s China, was pretty much a product of their own minds where they found 
^‘proof ’ of their principles. 

5. De Vordre social, 315-316. 

6. UOrdre naturel^ I, 194. 

7. Ibid., I, 19^195. 



THE PHYSIOCRATS'CONCEPT OF ECONOMICS 


541 


first principles of knowledge with which all normal men are bom. 
They are in the mind potentially at birth; they can be brought to the 
light of conscious knowledge by the right method, and without the 
intrusion of any information outside the mind itself. 

The Physiocrats therefore sought to begin with incontestable 
first principles and to deduce from them, in tj^jically rationalist, 
deductive fashion, their w’-hole body of economic doctrine. Done in 
this method, they believed, their science would be foolproof. Here 
again Quesnay stands apart from his disciples. Except for him, 
however, the Physiocrats all subscribed to the deductive method of 
elucidating detailed laws of economic behavior from innate principles. 
Even Mirabeau, who was temperamentally incapable of being a 
rationalist, tried futilely to use the deductive method.® Le Mercier, 
however, was so successful in using it that his book is a rationalistic 
chain, each point being rigidly deduced from the preceding one, with 
the result that one weak link causes the whole argument to collapse. 
That is why contemporary critics condemned him for ‘^his geometric 
step-by-step pace, his solemn stiffness, his abuse of the words Svident 
and nicessaireJ^^ This is an indictment which puzzled the Physiocrats, 
for they constructed their chain of reasoning knowingly, in the full 
belief that it was the only correct method of procedure. Le Trosne, 
for example, introduces his De Vint^H social^ wherein he deals with 
specifically economic subjects, by telling the reader that he proposes 
to follow ^^une hgique exacte” in deducing economic consequences 
from first principles stated in his De Vordre social. ^‘This theory,” 
he continues in justification of his method, ‘‘constitutes an ensemble 
so united by a series of necessary and coherent deductions, that when 
the chain is broken one can present nothing more than scattered parts, 
isolated and disordered truths, parts of principles that are as obscure 
as the language is inexact.”^ 

So the Physiocrats adopted the rationalistic system of deducing 
all truth from innate ideas. It was not a system into which they 
inadvertently fell, for they wanted to do for economic thought what 
Descartes had done for philosophy. They wanted to use his criterion 

8. Mirabeau informs the reader of UAmi des hommes that he wishes to 
begin with “general ideas” and “well-fixed definitions.” His description of this 
work given in the last chapter indicates how poorly he followed the rationalist 
method of orderly deductive reasoning. There he says, quite correctly, that there 
is order only in the chapter titles, that the work is “inegal, sans goilt, n4glig6, 
souvent diffus, et amphibologique . . . fatigue et 4touffe.” U Ami des homimes 
(4th. ed.; Hambourg, 1758), 426. 

9. The remark is Edgard Depitre’s in his introduction to a later edition of 
Le Mercier’s UOrdre nalwrel (Paris, 1909), xviii. 

1. De Vint&rU social, in De Vordre social, 492-493. 
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of the clear and distinct idea for measuring the truth of each law 
they deduced, and they wanted to start, as he had done, with nothing 
except a few incontestable first principles. Then their conclusions 
would be irrefutable. Theirs would be the foolproof social science. 
One of the Physiocrats approvingly quotes the £loge de Descartes by 
Thomas, in which the latter tells how the Cartesian system had been 
applied successfully to social thought as well as to philosophy. ‘‘This 
would be a grand project, the Physiocrat concludes, “to apply 
Descartes’ doubt to these objects, to examine them one by one, as he 
exa min ed all his ideas, and to judge everything only according to his 
great maxim of certitude.”^ 

This is a procedure vnth. which the other Physiocrats agree. All 
truths comprising the new science, Le Trosne insists, are to be decided 
as valid on the basis of ividence, “a sure and infallible guide,”® which 
he defines in Descartes’ own terms: “a clear and distinct discernment 
of the ideas {senti'tnem^ which w^e have, of all the perceptions which 
depend on them, and of all the relationships between these percep- 
tions.”^ Le Mercier offers exactly the same definition of evidence, 
and then he goes on to insist that the new science accept as true only 
what is known with the certitude of Evidence? In this way, he be- 
lieved, physiocracy would be demonstrable in the same way as was 
Euclid’s geometry and it would hold sway over enlightened minds as 
sovereignly as Euclidian geometry then seemed to do. 

Because they believed that men’s minds naturally turned toward 
certitude and because they considered Svidence irresistible,® all they 
asked for was liberty of discussion with which to expose their teach- 
ings. “It is of the veiy nature of truth to need only time for spreading 
itself and liberty for explaining itself. Its lawyer is Evidence and its 
judp is reason.”^ It is mainly for this reason that the Physiocrats 
optimistically believed they had discovered a science and a method 
which would usher in the perfect society within a relatively short 
time. 

2. “De Futility des discussions 6conomiques,” Physiocratie, IV. 46 

3. De Vordre social, 305. 

4. Ibid., 306. 

5. UOrdre nalurel, I, 84-86, 

6. Dupont, for example, writes: “II a vu qu’on ne pourroit r4sister ^ F4vi- 
dence et k Fautorit6 de ces lois souveraines quand eDes seroient suflSsaimnent 
connues et inanifest4es.” “Discouis de F4diteur,” Physiocralie, I, Iv. And 
^ Mercier tells the reader: “Nos ^rits ont une tendance naturelle vers F4vi- 
dence; et le doute est une situation importune et p4nible pour nous. Aussipouvons 
nous r^aider F4wdence comme le repos de Fesprit; H y trouve une sorte de bien- 

ressemble fort k celui que le repos physique procure k nos corps.” 
UOrdre nalurel, I, 100. 

7. “De Futility des discussions 4conomiques, ^^Physwcratie, IV, 23-24. 



THE PHYSIOCRATS* CONCEPT OF ECONOMICS 


543 


This Cartesian certitude was a mathematical certitude which 
ruled out anjiihing like prudential decisions for the economist. There 
was no longer to be any question of taking the better of two courses, 
no more weighing of advantages and disadvantages of alternatives. 
Things were right or they were wrong, and the clear and distinct 
idea separated the true from the false as mechanically as a grain 
grader separates little kernels from big. Descartes had applied 
mathematics to philosophy to create modem rationalism, and in the 
same way the Physiocrats had applied mathematics to social matters 
to come out with the exact science of physiocracy. It was a science, 
they insisted, which was subject in all respects to the laws of math- 
ematical calculations, whether one dealt with the question of freedom 
of commerce, the “natural price’’ of grain, taxation, or wages. The 
laws of this science are clearly discerned, in Dupont’s words, ^Tby 
reflection, by judgment, by physical and moral arithmetic, by certain 
calculation.”® Mirabeau, in the same way, looked upon Quesnay’s 
Tableau iconomique, the basis of the new science in his opinion, as 
“the first rule of arithmetic, which was invented in order to reduce 
this elementary science [physiocracy] to an exact, precise calculus.”® 
Le Trosne explains more fully how the new science is based on 
‘Tividence mathimaMque*^ : 

Calculus is a formula by which one works on measurable and comparable 
quantities, between which one seeks to discover some relationship. The result 
presents the xmknown that was sought and which could be found only with a 
great deal of difficulty without this formula. Economic science, operating on 
measurable objects, is susceptible of being an exact science, of being subject to 
calculus.^ 

Such was the view the Physiocrats held of their new science, a 
mathematically exact science which properly treated of all man’s 
social activity. Their writings, by and large, are consistent with their 
formal definitions of physiocracy. Le Mercier is probably the purest 
Cartesian rationalist of the school. Dupont and Bandeau rank close 
behind him. Le Trosne is undoubtedly a rationalist, but he uses 
historical examples and factual material to back up his arguments 
from time to time,^ something Le Mercier disdains to do. Le Trosne’s 

8. “Discours de F4diteur,” Physiocratie, I, iii. 

9. Philosophie ruraU (Ainsterdam, 1763), xix. 

1. De Vordre social, 320. 

2. Le Trosne shows he has not completely disassociated his theory from the 
factual world about him by citing England as the great agricultural country of 
the time, Poland as the outstanding example of political disorder, and certain 
American colonies where he thinks one or another of the physiocratie principles 
is working out. He also appeals to history from time to time for additional proof 
of a point he seeks to make. 
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reasoning, however, stands independent of the factual material to 
which he alludes; it is brought in only by way of illustration or exem- 
plification of the point he is making logically and deductively. 

IV 

It has alread}^ been observed that the Physiocrats thought 
themselves to be nothing more than popularizers of Quesnay’s dis- 
coveries. In their treatment of specific economic questions of the 
day, such as freedom of commerce, taxation, and the advantages of 
large farms over small, they adhere closely to the doctor^s writings, 
and they occasionally invoke his authority. But when they deal 
with their concept of the new science they do not refer directly to 
his works or his conversation. As a matter of fact, Quesnay had 
written nothing on the subject as such. Students of economic thought 
have quite naturally — but incorrectly — assumed that the Physio- 
crats were accurate popularizers of their master's thought, and that he 
therefore agreed substantially with all their works. Auguste Oncken, 
the only student of physiocracy to think otherwise, observed late in 
the last century that he could not help believing that Quesnay was 
not “completely and consequently justly understood by any of his 
disciples. Various observations make us conclude that Quesnay, 
especially toward the end of his life, had the same feeling."® 

It is therefore worth investigating whether Quesnay held the 
same concept of the new science of economics as did his followers. 
Since he never vTote on the subject itself, we must find his attitude 
toward economics by the indirect method of seeing how he handled 
economic questions, what method of reasoning he pursued, what 
proofs he used, how he arrived at conclusions. A word of caution is 
necessary at the beginning, if we would keep Quesnay's view of 
economics in proper perspective. The “new science" was just one 
phase — and a passing one at that — in Quesnay's intellectual life. 
He wrote his first economic article in 1756, when he was sixty-three 
years old and when he was already famous in France as a physician 
and a writer on both medical and philosophical subjects. His last 
article on economic matters appeared in February of 1768. After 
that time Quesnay showed no interest in physiocracy. He had 
transferred his speculation and his enthusiasm to mathematics, 
principally to intricate geometric problems. These last years were 

3. Op. cU.y 721; Oncken does not enlarge upon this observation. The point 
is indicated in summary form, but not developed in Thomas P. Neill, ^'Quesnay 
and Physiocracy/' Journal of the History of Ideas, IX (April 1948), 153-173. 
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a period of senile mathematical speculation — or at least so the 
Physiocrats thought.^ 

Quesnay’s earlier writings throw some light on his ideas on the 
method proper to economic investigation. They reveal him as a 
typically well-rounded thinker of the eighteenth century, one who is 
saved from the accusation of dilettantism only by the sober good 
sense he always exhibited and by the relative profundity of his 
various essays. His nonphilosophical writings show him to be an 
independent thinker who stands above any one method or any 
system.® He lets the subject matter dictate the method he employs; 
he does not impose the same discipline on all subjects, as the true 
rationalist did. His articles ‘‘Evidence” and ^Termiers,” for example, 
which appear in the same volume of the Encyclop^ie, do not seem to 
have been written by the same man. They diiffer in method of reason- 
ing, in style, even in temper. His essays on medical subjects, again, 
stress the value of observation and experience for arriving at new 
theories in medicine. His philosophical articles reveal a man versed 
in the rationalism of the Cartesian school, in Locke’s empiricism, and 
in the older traditionalist philosophy of the Schoolmen. 

Quesnay independently accepts or rejects various theories from 
each of these groups. In the main he agrees with Locke’s stress on 
the role of property as a basis for society, for example, but he rejects 
Locke’s empirical epistemology because he thinks it leaves the mind 
too passive. Again, he accepts many of Descartes’ conclusions, but 
he decisively rejects his theory of innate ideas and his methodical 
doubt. In similar fashion, he shows independence in accepting much 
of Malebranche’s reasoning about ^^order,” but he rejects his occasion- 
alist explanation for the interaction of the body and the soul. Thus 
the man who first wrote on economics in 1756 and was credited by 
his followers with discovering a “new science” was recognized as an 
eclectic who was competent to deal with medical, philosophical, and 
social subjects. His recognized competency in these fields is indicated 
by the articles he was assigned for inclusion in the famous Ericy-- 
clopMie: “fividence,” “Fermiers,” “Fonctions de I’dme,” “Grains,” 
“Hommes,” “Imp6ts,” “Int6r^t de I’argent.” He would likely have 

4. In 1773 Quesnay published his Recfierches philosopMques sur VMdence 
des viritis g^ometrigueSj a work of quite low caliber mathematically that Turgot 
referred to as ^‘scandal of scandals” [Gustave Schelle, Du Pont de Nemours et 
Vicole physiocratique (Paris, 1888), 124.] 

5. It is worth noting that the three doges on which most information about 
Quesnay^s life depends treat him as an eclectic philosopher who excelled in 
speculative medicine, wrote philosophical articles, and finally worked in agricul- 
tural economy. None of them looks upon him simply as the founder of phys- 
iocracy. All three doges axe contained in Oncken, op, cit. 
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received additional assignments if lie had not severed relations with 
Diderot’s publishing venture in 1759.® 

The founder of physiocracy, then, was not a rationalist. In his 
article ‘^fividence,” published in the Encyclopidie in 1756, he specifi- 
cally and vigorously attacks the Cartesian theory of innate ideas 
subscribed to by the younger Physiocrats. “Innate ideas,” he writes, 
“or ideas that the mind produces of itself without the action of any 
extrinsic cause, do not create in the mind any proof of the reality of 
anything else.”^ Reason alone is not sufficient to arrive at a knowl- 
edge of the outside world and “natural laws” governing both man 
and the universe. Quesnay tells us in another place that “reason is 
to the mind what the eyes are to the body.”® Knowledge sifts into 
the mind through reason aind is acted on by it, but reason alone 
cannot procure knowledge of itself. 

Consequently, Quesnay did not indulge in chain reasoning, as 
did Le Mercier and the rest of his disciples. In his economic articles, 
indeed, it is almost impossible to find any of the typically rationalist 
phrases, such as 6vident and nScessairement, or any of the “it-therefore- 
foUows” transitions. Both Quesnay’s background and his temper- 
ament militated against his succumbing to the rationalist form of 
reasoning, either in philosophy or in social science. By the time he 
began to write on economic subjects he w^as too old and too wise, 
too experienced and, as Baron Grimm put it, too “cynical”® to trust 
the Euclidian thinking which so intrigued his disciples. 

That Quesnay did not look upon economics as a mathematically 
exact science is to be implied from his treatment of “natural law,” 
the law on which his economics is based. His analysis of natural 
law shows clearly that he did not subscribe to the trend then current 
of converting the normative moral law into a Newtonian law of 
nature, as the other Physiocrats tended to do. He treats the subject 

6. license to publish was withdrawn from the Ericyclopidie in 1759 as a 
result of the commotion caused by Helvetius^ De V esprit. The government had 
revoked the EncydopSdie^s license originally in 1752 as a result of the de Trades 
affair, but permission to publish was granted again in about a year. Because the 
Encyclop^ie was always suspect and because Quesnay held a court position, the 
doctor could not continue his collaboration with Diderot after 1759. His three 
articles, “fividence,” “Fermiers,” and “Grains,” appeared under a pseudonym; 
“Fonctions de I’^me” should have appeared before “Grains,” but for some reason 
Diderot never published it — mainly, this author believes, because of his dis- 
agreement with Quesnay’s religious views expressed in the article. The other 
three articles were returned to Quesnay in 1759, at his request, and he gave thAy n 
to Dupont for publication in the phyaocratic journal. 

7* In Oncken, op. dt., 777. 

8, “Droit naturel,” in Oncken, op. dt., 376. 

9. Op. cU., Pt. 1, Vol. V, 481. 
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of natural law descriptively and anal 3 rtically in two places: in his 
article '‘Droit naturel/’ first published in the September 1766, issue 
of the Journal de V agriculture, du commerce et des finances,^ and later 
included as the first article in Dupont's Physiocratie; and in the 
eighth chapter of his Despotisme de la Chine, wherein he tries to give 
a “systematic digest of the Chinese doctrine." 

In both places Quesnay introduces his discussion of natural law 
by dividing it into physical laws and moral laws.® He then describes 
the former in terms which seem derived from Shaftesbury more than 
from anyone else. “By physical law is here meant the ordered course 
of all physical happenings most advantageous to the human race."® 
This is the law that the Creator has ordained for the operation of 
the universe, much as a designer may be said to have ordained the 
laws by which a jet-propulsion motor operates. It is the law which 
governs such things as agriculture, animal husbandry, the distribution 
of wealth, the operation of commerce and industry. When men follow 
this law faithfully they secure the greatest material benefits possible, 
as, for example, when they plant the right crops at the right time, 
use the right fertilizer and lay away the right amount for capital 
investment the following year. 

Thus Quesnay optimistically believed that everything works 
properly for mankind's best material interests. All man need do is 
understand the law and work in harmony with it. This physical law 
is mathematically exact in its working out. Man is free to violate it, 
of course, but his doing so works out to his material disadvantage. 
These physical laws can be reduced to a science, Quesnay believed, 
just as Newton had collected and collated all the laws discovered by 
his predecessors to explain the working of the universe in his Prmcipia. 

Quesnay defines his second kind of natural law as “the rule of 
every human action in the moral order, conforming to the physical 
order evidently most advantageous to the human race."^ These are 

1. This was the first number of the Journal edited by Dupont, who, inciden- 
tally, was later fired for noLaking it a physiocratie journal instead of the objective 
organ it was supposed to be. In his introduction to Quesnay’s article on natural 
law, Dupont tells the reader that '*this is the solid foundation on which the edifice 
[of economics] should rest.’’ Oncken, op, cU,, 363. It is worth noting that in 
this introduction Dupont shows how Quesnay*s distinction between physical and 
moral natural law made no impression on him. His first sentence is typical: 
“C’est la connaissance de Tordre et des lois physiques et naturelles qui doit servir 
de base h, la science ^conomique.” Ibid,, 362. 

2. “Les lois natureUes sont ou physiques ou morales.” “Droit natnrel,” 
Oncken, op. cit, 374. The same distinction is made in the same words in the 
ardcle on China. See ibid,, 637. 

3. Ibid,, 376. 

4. Ibid, 
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actions which had traditionallj^ been considered ^^human^' or “moral’’ or 
“ethical” acts, the dealings of man with man, such as the sale of a 
horse or the payment of a contract, acts which come under the head- 
ing of “commutative justice” with Quesnay. The rules governing 
such action are ordained by the Creator, he tells us, and man can 
promote his own prosperity, as well as that of mankind in general, 
by obe3ring these divine ordinances. 

These two divisions of natural law, with Quesnay, have much 
in common. They are both discerned by the light of reason. They 
are both objective rules, absolutely independent of man’s will, both 
ordained by the Creator for man’s governance on eaith. Their 
purpose is to promote man’s happiness, which Quesnay seems to 
identify with his material welfare. They can both be disobeyed by 
man, for he has free wall, but the penalty in each case is a material, 
physical punishment.® This “discovery” of the physical sanction 
attached to the moral law- , indeed, w^as thought by his disciples to 
have been Quesnay’s great discovery.® The fact remains, however, 
that Quesnay distinguished between the two kinds of natural law and 
he did not think them identical in all respects. The moral law dealt 
with what we can call “human actions.” Nowhere does Quesnay try 
to reduce these actions to mathematical formulas, as he does the 
material comprised under physical law. He refused to believe that 
men would ever be sufiBciently enlightened to follow their self-interest 
in such deterministic fashion as to surrender their freedom to make 
economically bad decisions — as the younger Physiocrats did. N or did 
he believe that moral actions could be so “scientifically” classified as 
to rule out prudential decisions. Quesnay insisted on keeping man a 
free agent^ — a point which his followers seemed anxious to over- 
look. 

5. *'Iies transgressions des lois naturelles sont les causes les plus 4teiidues et 
les plus ordinaires des maux physiques qui affligent les homines.” Oncken, op. 
dt., 369. Quesnay stated in severi places, however, that moral transgressions 
are visited with moral punishment as well. See his “De rimmortalite de 

ibid., 760-761. 

6. It is true that the Physiocrats sometimes referred to the Tableau 
iconomique as Quesnay’s great discovery. Dupont, Le Mercier, and Le Trosne 
all mention his discovery of a physical sanction attached to the moral law as a 
turning point in civilization. 

7. “H est de sa nature d’tee libre et intelligent, quoiqu’il ne aoit quelquefois 
ni Tun ni Tautre.” “Droit naturel,” Oncken, op. cit., 370. 

It is in his essay “La libert4,” that Quesnay makes a thorough analysis of 
free will. On this point he is in almost perfect accord with the medieval School- 
men. He indicates that free will is one of the two faculties distinguishing men 
from the lower animals. He then asserts that free will does not consist merely 
in freedom of choice between alternatives, but of a number of steps of the intellect 
from which a decision results. 
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V 

Quesnay's method of arriving at economic theories is in keeping 
with his epistemology and his analysis of natural law. Any economic 
theorist of the mid-eighteenth century who rejected innate ideas and 
refused to subscribe to the deterministic concept of natural law then 
becoming popular in enlightened circles^ would logically have to use 
the inductive method to arrive at economic laws, which, instead of 
being mathematical formulas, would be descriptive of tendencies. 
This is what Quesnay did. He used the inductive method knowingly, 
for he had shown his appreciation of this method of acquiring knowl- 
edge more than a decade before he published his first article on 
economics. In his preface to the Memoir es of the Royal Academy of 
Surgery (of which he was the secretary), Quesnay stated that “there 
are two sources for discovering truths which can enrich our art: 
observation and physical experiment.”® In an essay on method 
which sounds surprisingly modem Quesnay goes on to tell how 
observation and experiment should be used as checks upon each 
other, how the observations of past generations and of a wide circle 
of contemporaries should be gathered for comparison, how research 
should never stop, and how practice and theory should be correlated 
for mutual support and mutual correction, since neither can be 
neglected without the other suffering. 

Quesnay’s articles on those economic subjects which involve 
man's free, human actions are also inductive in approach. In his 
article “Fermiers,” for example, he starts out by warning the reader 
that “if one considers agriculture in France only imder its general 
aspect, one can form only vague and imperfect ideas about it.”^ 
Therefore, he says, “consult the farmers themselves.”^ His article is 
a descriptive study of how farms are managed in the various parts of 
France, where horses are used instead of oxen, under what conditions 
it pays to use them, and how farming is conducted in England. From 
this description and comparative study of different farming tech- 
niques, Quesnay draws his conclusions. His article “Grains” is a 
kind of study, full of statistics and comparisons, in which he 

8. Helvetius, for example, insisted in 1759 that “man is a machine” and 
that “the propositions of morality, politics, and metaphysics are as susceptible 
of demonstration as the propositions of geometry.” Holbach reached the final 
conclusion of this trend in his SysUme de la nature^ in which he claimed: “The 
same necessity which regulates the physical, also regulates the moral world, in 
which everything is in consequence submitted to fatality.” 

9. In Oncken, op, ciL, 724. 

1. Ibid., 169. 

2. Ibid., 160. 
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presents strong economic arguments for large farms rather than the 
'petite culture which was one of the principal obstacles to an agricultural 
revolution in France similar to the one which had already made 
England the model farming country of Europe. Quesnay’s writings 
are full of acute observations and of hardheaded realistic statements 
which stand in striking contrast to the deductive method advocated 
by his disciples. He shows himself aware that his reasoning is fre- 
quently in generalizations which have only limited value, as is the 
case with all abstractions. “We should not reason against the facts,” 
he says in one place, “facts are realities. But a generic name, like 
the word ‘commerce,’ which confounds a multitude of different 
realities, is not itself a reality.”® This is the very opposite of 
Le Mercier’s advice to “ignore the facts.” 

There is one other aspect of Quesnay’s economic thought which 
cannot be ignored: its mathematical aspect, seen for example in his 
Tableau ^onorrtique, which so impressed his followers. Here Quesnay 
assumes that his perfect economic society has been established, and 
he shows how the annual product of the land would flow from the 
productive class through the hands of the proprietary and sterile 
classes back into the hands of the agricultural class again. This is 
one of the doctor’s “economic problems” which deals with the working 
out of the physical division of natural law — and for which he showed 
a strong inclination.^ It is, he wrote to Mirabeau, “a fundamental 
table of the economic order, [drawn up] in order to represent expenses 
and products in a way easy to understand, so as to judge clearly the 
order or the confusion that the government can cause [by its tax laws, 
its regulations on commerce and the like].”® 

There is no doubt that Quesnay believed certain economic 
problems were subject to mathematical solution. And it is no less 
certain that he considered other economic subjects suitable only for 
descriptive and normative treatment. Using our more modem 
teimmology, we can say that Quesnay treated some economic prob- 
lems as properly parts of a social science and others as mathematical. 
He implicitly divided the subject matter of economics, then, into a 
physical or mathematical science on the one hand and a moral science 
on the other. This is a division which Quesnay never mentions 
explicitly, for he does not deal with the nature or the province of the 

3. “Du commerce,” in Oncken, op. eft, 459. 

4. Various people around the court, such as Marmontel, relate how Quesnay 
spent hour after hour tracing “zig-zag” lines on paper and working out math- 
ematical problems. Ironically, his published tables and problems quite frequently 
contain simple mistakes of ad^lion. 

5- Quoted in Schelle, Le Dodeur Quesnay, 389-390. 
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new science in any of his writings. And it is a division which his 
■ disciples never comprehended. 


VI 

The younger Physiocrats took up the mathematical aspects of 
Quesnay’s thought with even greater enthusiasm than their master. 
And they failed to maintain Quesnay’s rounded outlook on economic 
questions, for, as Oncken has put it, they did not completely under- 
stand him. A comparison of Le Mercier^s work with Quesnay's 
various writings clearly shows how the disciple produced an entirely 
different product than the master had in mind.® Le Mercier's 
analysis of liberty is typical. He treats liberty as one of the rights 
man enjoys in the natural order, and he begins his analysis of the 
subject by mentioning that he is unconcerned with the subject of 
“metaphysical’^ liberty, or freedom of the will, because the only 
liberty of importance is the social or physical liberty to do with one’s 
property what one wishes. Quesnay, on the other hand, considered 
freedom of the will a basic point from which social liberty derived as 
a natural right. So, whereas Quesnay grounded liberty in man’s 
nature, Le Mercier based it on property rights. It is not too much 
to say, we believe, that none of Quesnay’s disciples understood his 
philosophical writings — on which his economic thought was 
ultimately based. 

Quesnay seems to have realized this sometime after the appear- 
ance of Le Mercier’s UOrdre naturel in 1767. He quit writing for 
the £ph6m&rides du citoyen, and his contacts with his disciples became 
less and less frequent. Similarly, his disciples seem to have realized 
that a gulf was widening between their master and themselves, a fact 
which they probably put down to his advancing age. Whether 
Quesnay was growing senile by 1768, as may well have been the case, 
is beside the point. It is with his previous writings that the Phys- 
iocrats dissented, whether they were willing to face the fact or not. 
The fate of Quesnay’s then unpublished manuscripts indicates that 
his disciples realized their master’s economic thought was not as 
clear-cut and rationally arranged as their own. Quesnay had plac^ 
in Dupont’s hands those articles which he had withdrawn from the 
Encychpidie when it fdl under government censure. Dupont was 

6. In 1788 Mirabeau wrote to his friend Longo: have seen the author of 
VOrdre naturel et essential des soditis politiques work stu whole weeks in the 
doctor's apartment writing and rewriting his work — and then deny his father 
and his mother.” Since aU the Physiocrats insisted Le Mercier interpreted 
Quesnay, we can interpret this statement only as meaning that the interpretation 
by Le Mercier was not a faithful one. 
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supposed to publish these articles, three of which dealt with economic 
subjects. The one on interest he published in January, 1766, but 
the school was embarrassed by the fact that it did not fit into their 
rigid theory. They always passed this article by in silence when 
discussing interest. The other two articles, “Hommes,’’ and 'Tmp6ts/’ 
were not published until early this century.^ Although Dupont had 
over five years in which to publish them, he never let them appear 
in print. There seems no adequate reason for this omission except 
his belief that they were not good physiocracy. 

In that respect, Dupont was right. For it was the old story, 
repeated with the Physiocrats as with so many other schools of 
thought, of the master not being faithfully followed by his disciples. 
If Karl Marx could protest to Ms son-in-law, ‘T am no Marxist,'' 
Quesnay could claim vuth gi’eater vehemence that he was no Phys- 
iocrat. The doctor had written in an age of transition. He was an 
older man who knew the traditional thought coming from the School- 
men which was taught in the Sorbonne until the middle of the 
eighteenth centuiy. He was not immune to newer infiuences, but 
he was independent in selecting some items and some methods from 
them while rejecting others. Thus in Ms treatment of natural law 
Quesnay offers a mixtiue of old attitudes and new. He looks on the 
law as being moral, but at the same time he seeks to add the modern 
element of a physical sanction to its observance. Quesnay never 
thought his position through to ultimate conclusions, nor did he ever 
push back to ultimate presuppositions. For that reason he never 
created a system, properly speaking. His doctrines were a mixture 
of ideas and theories which he handled with consummate common 
sense. It remained for Ms followers, particularly Le Mercier, to 
reduce those theories to a system, subject them to a single method, 
and place them upon frankly recognized basic assumptions.® 

We are inclined to tMnk that the younger Physiocrats would 
have privately nodded in agreement if they had read the contrasting 
estimate made of Le Mercier and Quesnay by those collaborating 
Encyclopedists, Diderot and Grimm. Of Le Mercier's exposition of 
physiocratic doctrine Diderot observed: ‘T admire the certitude and 
the fertility of Ms principles, the easy manner in wMch he solves the 

7. “Hommes^* wbs published in 1908 in the first number of the Revue 
(Thisioire des doctrines iconomiqiies et sodales^ edited by Etienne Bauer. '‘Imp6ts’’ 
was published later in the same volume, edited by Gustave Schelle. 

8. In 1939 Max Beer published his Inquiry into Physiocracy, in which he 
tried to establish the essential siniilarity of physiocracy and the economic teaching 
of the Schoolmen. It is worth noting that Beer used Quesnay's writings almost 
exclusively to establish his point. 
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gravest difEculties, and the simplicity with which he resolves objec- 
tions.”® Of Quesnay Grimm wrote: ^'He is not only naturally 
obscure, he is even systematically obscure and he pretends that 
truth should never be stated clearly.”^ Quesnay had not succumbed 
to the rationalistic deductive method of building the new science of 
economics. His disciples had. 

Thoimas P. Neill. 

St. Loins University 

9. Oeuvres complies de Diderot (Paris, 1875), XVIII, 273. 

1, Op. dt, 481, 



PROFESSOR LEONTIEF ON LORD KEYNES^ 


I 

In Chapter XIX of The New Economics,^ Professor Leontief 
exaxnines Tvhat he considers to be the fundamental postulates of 
Keynes^ General Theory. As a modem classicist, he is concerned 
with evaluating the Keynesian assumptions and their effect upon 
classical doctrine. He imputes to Keynes two postulates which, he 
alleges, Keynes substitutes for the single underlying assumption of 
the traditional theory. The Keynesian postulates concern the supply 
of labor and the demand for money, respectively.® Professor Leontief 
asserts that the Keynesian theoiy is not more but less “generaF' 
than the classical theory, because the two postulates in question 
replace — in his view — the single classical assumption regarding 
economic choice, which, of course, if true would be contrary to the 
principle of parsimony. 

According to Professor Leontief, Keynes assumes, (1) that 
money wages are rigid downward, and (2) that the rate of interest 
is insensitive to an increase in the quantity of money and is also, 
therefore, rigid downward. I wish to question the assertion that 
Keynes assumes, as a basic postulate, a downward rigidity in money 
wages; though, on the other hand, I wish to assert that the phenom- 
enon actually occurs. I shall agree that Keynes does assume, as a 
basic postulate, a downward rigidity in the rate of interest; but, I 
also propose to question Professor Leontief 's interpretation of liquid- 
ity preference and to restore the Keynesian theory of the demand 
for money to its proper station in economic theory. In fine, I must 
add that even if the General Theory should be shown to rest upon a 
greater number of assumptions than the classical system, the principle 
of parsimony is a monitory rather than a prohibitory commandment.^ 

1. I wish to acknowledge the assistance gained from innumerable conversa- 
tions with Professor Richard S. Howey, Umversity of Kansas, and to thank 
Doctor James Tobin, Harvard University, who read the manuscript and made 
many helpful -suggestions. Responsibility for the views expressed in the paper 
is, of course, my own. 

2. A collection of Keyneaan literature, edited by Seymour E. Harris (New 
York: Alfred A. Knopf, 1947). 

3. “The nature of the supply of labor and that of the demand for money are 
the two principle points of divergence between the basic postulates of the General 
Theory and the teachings of the classical doctrine.” Op. cit., p. 233. 

4. Thou^ it is not the purpose of this note to discuss the relative “gener- 
ality” of the two systems, the following observations appear to be pertinent. 
Manifestly, there is no definition of “generality” generally accepted by economists. 
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Although Professor Leontief deals first with the supply of labor 
and then with the demand for money, his argument would proceed 
more logically in the opposite direction. That is to say, he would be 
more methodical were he first to imply the fallaciousness of the theory 
of liquidity preference, then to insert the postulate of rigid wages in 
order to enable the Keynesian model to be at underempIo3nnent 
equilibrium, and finally to occupy himself with a destructive analysis 
of the latter assumption as it appears in his special context. However, 

I shall follow the order employed by Professor Leontief. 

II 

To let Professor Leontief introduce his case, I may quote: 
‘Traditional analysis considers the aggregate quantity of labor 
supplied, in the case where this supply is a competitive one, to be a 
function of the real wage rate; Keynes on the contrary assumes that 
up to a certain point — defined by him as the point of full employ- 
ment — one particular level of money wages exists at which the 
supply of labor is perfectly elastic and below which no labor can be 
hired at all. The deliberate exclusion of the cost of living as a deter- 
minant of labor supply makes the latter independent of the level of 
real wages.’’® 

ThefirstKeynesian postulate then, accordingto Professor Leontief, 
is that wages are rigid downward.® But Ke3mes at no point in his 

Professor Leontief measures “generality” in terms of fundamental postulates, 
Keynes in terms of emplosnnent equilibria. 

Professor Leontief does perform a great service in distinguishing between 
postulates and deducible conclusions when he reprimands those of Keynes* 
disciples who maintain that the classicists assume unemployment to be non- 
existent. 

5. Op. dty p. 233. The downward rigidity in money wages is, it is true, 
indispensable to Keynes* definition of involuntary unemployment. I am not 
concerned in this paper, however, with the role that wage rigidity plays in this 
context. Bather, I am interested in examining the contention of neoclassicists 
to the effect that the Keynesian system requires such a rigidity in order to be at 
underemployment equilibrium. Dr. Lawrence R. Klein, in Ids admirable tract 
on the nature of The Keynesian RevolvMon (New York: Macmillan, 1947), has 
clearly relieved the Keynesian model of any theoretical dependence upon the 
definition of involuntary imemployment which appears in The General Theory. 
Cf. The Keynesian Revolution^ pp. 80-90. 

6. Cf. also The New Economics, Chapter XIV, “The General Theory,” 
by G. Haberler. Professor Haberler apparently agrees with Professor Leontief. 
Quoting from p. 167 in the Haberler chapter: “Keynes assumes that (money) wages 
are rigid downward. If this assumption, which is certainly not entirely unrealistic, 
is rigidly adhered to, most of his conclusions foUow: Undeivemployment equilib- 
rium is radically changed. Obviously, under-employment equilibrium with 
flexible wages is impossible — wages and prices must then fall continuously, 
which can hardly occur without further consequences and cannot well be describe 
as an equilibrium position.” 
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writings explicitly states such an assumption.^ Professor Leontief 
does not say that Keynes makes an explicit statement to that effect; 
he imputes the postulate to Ke3nties in what he considers to be a 
logical clarification of Keynes’ thesis. I believe the supposed logical 
necessity for the postulate, which seems obvious to Professor Leontief, 
to be invalid; and I shall attempt to show that it is a result, in 
Professor Leontief’s mind, of his misinterpretation of the other 
matter of liquidity preference; that, in short, if this misinterpretation 
is corrected, any logical necessity for a postulate of wage rigidity 
disappears. 

Parenthetically, I wish to account for the space which the subject 
of wage rigidity occupies in The General Theory, Keynes devoted 

Manifestly, Professor Haberler is tying the Keynesian argument to the 
postulate of rigid wages. He continues in a similar vein on p. 169: “ ... it is 
pointed out (in Chapter 19 of the General Theory) that a reduction in money 
wages will usually influence employment, but in an indirect fashion, through its 
repercussions upon the propensity to consume, efficiency of capital, or the rate of 
interest. The last mentioned route, via the interest rate, is the one most thor- 
oughly explored by Keynes and the Keynesians. As wages and prices are allowed 
to fall, money is released from the transactions sphere, interest rates fall, and 
full employment is eventually restored by a stimulation of investment. This 
amounts to ^ving up the idea of under-employment equilibrium under a regime 
of flexible prices and wages except in two Umiting cases: Full employment may 
be prevented from being reached via this route, (a) if the liquidity trap prevents 
a fall m the rate of interest ... or (b) if investment is quite insensitive to a fall 
in the interest rate. Kejmes himself regarded both these situations not as actually 
existing but as future possibilities. But what if we do regard them as actually 
existing — which as a short-run proposition, allowing for dynamic disturbances 
tluough unfavorable expectations, etc,, would be by no means absurd? We would 
stffi not have established a stable under-employment equilibrium, for wages and 
prices would still continue to faU.” 


There seems to be some difficulty here with the meaning of equilibrium. 
I should presume that by an equilibrium at less than full employment, Keynes 
simply me^t the condition where there are no forces inherent in the economic 
system which tend to raise the level of employment to that of full employment. 
This is precisely the condition which exists when the liquidity trap halts the 
decline of the rate of interest, or when the schedule of the marginal efficiency of 
capital has an interest elasticity of zero. That is to say, in either of these cases, 
there would be nothiag further to gain from a reduction in money wages. It 
would follow, perforce, that the unemployed would not, theoretically at least, 
contmue to offer themselves at lower money wage rates. If the unemployed 
blindly did so, the fact that prices and wages would continue to fall, approaching 
zero as a limit, is irrelevant. For there is nothing in Keynes' definition of under- 
employment equilibrium that precludes such a downward spiral of prices. The 
point is that in these two situations, the economist would no longer be justified 
m adding the labor unions to accept lower money wages. It follows that in 
these hmitmg cases cited by Professor Haberler we have conditions of under- 
employment equilibria without the assumption of rigid wages. It fe the rigidity 
in the rate of mterest or the perfectly inelastic schedule of the inefficiency 

of capital which brings about the condition of ^uilibiium. 

“'P'® General Theory,” by Abba P. Lemer, 
reprmtea from the International Labour Review, October 1936. 
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many pages to the subject, but he probably did so because he wrote 
with one eye cocked in the direction of the counsels of state. In other 
words, Keynes felt it would be politically inexpedient to aslc the labor 
unions to accept lower money w^ages. In the first place, he realized 
that it would be foolhardy to expect a single labor union to accept 
lower money wages; for it w’ould thereby suffer a loss in real wages 
to the benefit of the rest of the economy. In the second place, Keynes 
was, if anything, not a socialist; and he undoubtedly abhorred the 
thought of a w-age deflation at the behest of an authoritarian govern- 
ment. It was as a result of his personal predilections, therefore, and 
of political realities in the Great Britain of 1935, that Keynes con- 
centrated his attention on alternative avenues to full employment. 

However, Keynes not only rejected the classical prescription for 
full employment on practical grounds, but for theoretical reasons as 
well. He knew that if labor unions voluntarily accepted lower money 
wages, full employment would not necessarily follow.® Keynes 
reasoned as follows: Given a condition of less than full employment, 
if xmemployed workers offer themselves at a wage less than the going 
rate, wages and marginal costs would necessarily fall. But since 
incomes would fall, pari passu, with the decline in the marginal cost 
of labor, there would be a commensurate decrease in demand, and 
entrepreneurs would have no reason to increase total employment 
over the given imderemployment level.® 

Keynes was aware, of course, of the fact that a reduction in 
money wages might have the indirect effect of increasing employment 
via the rate of interest. To follow the argument employed by 
Keynesians and modem classicists alike, ^ as incomes fall, less money 
is needed for transactions, hoards increase, the rate of interest fails, 
and investment and employment rise. However, I have already 
noted the impracticability of such a policy. Furthermore, it takes 

8. On this account Keynes considered the workers in their intuitive appre- 
hension, to be superior as economists to the theorists who embrace the classical 
doctrine. Cf. The General Theory, p. 14. 

9. Similar reasonin g , of course, applies to the correlative but equally falla- 
cious argument sometimes made by labor leaders: an appeal for higher wages on the 
ground that an increase in wages would increase effective demand and employ- 
ment. 

To deal sensibly with the relationship between a change in the wage rate 
and the level of employment, a general equilibrium model is required. The 
dichotomy of price and distribution theory according to the traditional approach, 
with the oversimplification implicit in economic analysis which artificially separ- 
ates the producers’ and consumers’ market, necessarily yields a meaningless 
solution. 

1. Cf. note 6 above; also Lapses from Full Employment, (London: Macmillan, 
1945) for the Pigovian version. 
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no great imagination to visualize the damage probably sustained by 
the schedule of the marginal efficiency of capital were such a program 
to be embarked upon. And furthermore, to clinch the Keynesian 
argument from a theoretical standpoint, the road to full emplo3unent 
may be blocked by the nature of the demand for money. 

I must postpone until later a consideration of the Leontief 
version of the demand for money. It is sufficient to say at this point 
that the postulate of wage rigidity is a gratuitous one. Keynes was 
motivated by considerations other than theoretical in calling our 
attention to wage rigidities. Moreover, as has been suggested, I shall 
show that this postulate is not only not explicit but, in addition, that 
it is not implicit in the Keynesian system. 

Surprisingly enough, after attributing the assumption of rigid 
wages to Keynes, Professor Leontief proceeds to deny its empirical 
validity.^ But ironically, excepting, of course, the case of the total- 
itarian state, the existence of wage rigidity may be asserted. 

. If money wages are rigid downward — and a cursory survey of 
labor management relations will show that they are — the worker^s 
behavior may not be completely consistent with the assumption 
regarding economic choice which underlies classical economic theory. 
In this respect, I believe Keynes^ insight into the worker’s psychology 
was superior to the hedonistic calculus which is fundamental in the 
traditional doctrine. Even though we treat all workers as economic 
men or more correctly, as human beings endowed with as much 
irrationality as the rest of us, I cannot accept a supply of labor 
theory cast in the classical mold as empirically sound. In the first 
place, a bargaining worker always hopes that his cut of the ^‘economic 
pie” will be larger if he obtains a higher money wage.^ In the second 
place, even though the worker be forewarned that his realization of 
higher money 'wages will leave him no better off, he (and certainly I 
should share his irrationality in a comparable situation) would be 
irrational enough to choose the higher absolute level of wages and 
prices. This would be the case, I believe, if for no other reason than 
that the worker would feel better off with the inflated pay check. 
These facts of worker psychology, which will not be denied by many, 
are overlooked by Professor Leontief. 

In the following paragi’aphs he describes and criticizes a Key- 

2. Professor Haberler evidently would not agree with Professor Leontief 
on this point. Cf . note 6, above. 

3. Moreover, a higher money wage received by a single labor union will 
mean higher real wages for that segment of labor. To this extent, the money 
illiaaon is not a manifestation of irrationality, but rather of rationality on the 
part of the worker. 
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nesian utility function. “In contrast to the classical, this Keynesian 
utility function would include, among the ultimate constituents of an 
individuaFs preference varieties, not only the physical quantities of 
(future and present) commodities and services but also the money 
prices of at least some of them. In particular the money wage rate 
would be considered as entering directly the worker’s utility function: 
confronted with a choice between two or more situations in both of 
which his real income and his real effort are the same, but in one of 
which both the money wage rates (and, consequently, also the prices 
of consumers’ goods) are higher than in the other, he would show a 
definite preference for the former. A classical homo ecmomicus would 
find neither of the two alternatives to be more attractive than the 
other. 

“From such a monetary utility function, a monetary supply 
curve of labor can be easily derived. In contrast to its classical 
counterpart, it will show the labor supply as dependent not only on 
the relative but also on the absolute prices and wage rates .... 

“Although neat and internally consistent, such ‘psychological’ 
interpretations of the monetaiy element of the Keynesian theory of 
wages are hardly appropriate. They contradict the common sense 
of economic behavior. The reference to the fact that no worker has 
ever been seen bargaining for real wages — even if true — is obviously 
beside the point, since while bargaining in terms of dollars the worker, 
as any one else, can still be guided in his behavior by the real pur- 
chasing power of his income. Moreover, the ‘psychological’ inter- 
pretation of the monetary element in consumers’ behavior deprives 
Keynes’ unemployment concept of its principal attribute. Why 
should any given rate of employment or unemployment be called 
‘involuntary’ if it is determined through conscious preference for 
higher money wages as against larger real income?”^ 

4. The New Economics, pp. 235-^. In this passage, Professor Leontief reiter- 
ates a stand on The General Theory taken earlier in his article, “The Fundamental 
Assumption of Mr. Keynes* Monetary Theory of Unemployment,** this Journal, 
November 1936, pp. 192-197. At that time, Professor Leontief imputed only 
one basic postulate to the Keynesian system: that pertaining to the supply of 
labor. It was Professor Leontief’s contention that the fundamental difference 
between Keynes and the classicists lay in the former’s refusal to accept the 
latter’s hmogeneity postulale as applicable to the supply of labor. 

If we let z represent the supply of labor, y the wage rate, and 351 , 0 : 2 , . . . 
the prices of wage goods, the classical supply function may then be expressed as 

^ - f(y, . . . «») 
f(ty, .,,ixn)= t^iy, S:i,X 2 , ..,Xn) 
where 6=0 

That is, the classical supply function is homogeneous of the zero degree. 
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The underlying implication in these paragraphs to the effect that 
laborers calculate according to strict economic choice is simply not 
warranted by the facts of economic experience. It is precisely this 
kind of inflexible thinking on the part of classical economic theorists 
that renders economic theory so vulnerable to attack by specialists 

The reference made by Professor Leontief to the homogeneity postulate is 
simply an econometrician’s way of sa 3 ’ing that the .money illusion of The General 
Theory amounted to a serious departure from the fundamental assumption 
regarding economic choice of classical economic theorjr. In a later rejoinder, 
“The General Theory of Emploj^ment,” this J aurnal, February 1937, pp. 209-223, 
Ke\Ties agreed that this difference between the two systems does exist. (For an 
evaluation of the relative importance of this difference, see The Keynesian 
Revolution, p. 83.) 

Assuming that the validity of the money illusion, or rigidity in money' 
wages, is accepted, this same money illusion, Professor Leontief argues, must 
logically be applied to all supply and demand functions in the Keynesian system. 
The same view is expressed by’ Dr. James Tobin iqi Ms article on “Money Wage 
Bates and Employnnent,” The New Economics, pp. 572-587 — a definitive treat- 
ment of the nasty problem of tracing the effect of changes in money’' wage rates 
on the level of employment. To quote Dr. Tobin: “Without the retention of 
the ‘homogeneity^ postulate’ for all supply and demand functions except the labor 
supply function, the Keynesian moneys wage doctrine cannot be main tained . . . , 
When the existence of variable factors other than labor is admitted, Keynesian 
theory requires that these factors be fully employed and that their prices be 
perfectly flexible. This is where the ‘homogeneity postulate’ — the assumption 
of ‘rational’ behavior — enters with respect to the supply functions of these 
factors. If the sellers of these factors were, like the sellers of labor, influenced 
by the ‘money illusion’, their ^prices would be rigid like wages^and there could 
be unemployment of these factors. A change in the money wage rate could then 
alter the employnnent of labor by causing a substitution between labor and other 
factors.” 

“Keymes, since he assumes away the existence of other factors, presents no 
reason for tMs distinction between labor and other factors. Lemer, however, 
asserts that it is ‘plausible and in conformity with the assumption of rationality 
of entrepreneurs and capital owmers, who would rather get something for the use 
of their property^ than let it be idle, while labor has non-rational money-wage 
demands.’ ” {op. cit., p. 582). Dr. Tobin, however, takes issue with Professor 
Lemer and argues that it is just as reasonable to expect the sellers of these other 
factors to have nonrational money price demands as wage earners. 

Similarly, with the consumption function. Dr. Tobin argues: “The Keymesian 
consumption function, wMch is cmcial to the Keymesian solution to the money 
wage problem, is framed in real terms .... TMs is the application of the homo- 
geneity postulate’ to the consumption function. If ‘money illusion’ occurred in 
consumption and saving decisions, real consumption expenditure would depend 
on the level of money income as well as on the level of real income .... A change 
in the moneyr wage rate, changiag the level of money incomes and prices, would 
alter the real demand for consumption goods and therefore, affect the volume of 
both output and employment. Here again, therefore, retention of the ‘homo- 
geneity postulate’ is an essential assumption for Keymesian money wage doctrine. 

“But if wage-earners are victims of a ‘moneys illusion’ when they act as 
sellers of labor, why should they be expected to become ‘rational’ when they come 
into the market as consumers?” (op. cit. p. 583.) 

Although it is my purpose in this paper to show that the Keynesian system 
is not dependent, fundamentally, upon the wage rigidity, it is interesting and 
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in other social sciences. If the economic theorist aspires to a position 
of influence in public policy he must sufficiently complicate his theory 
so as to give proper recognition to the irrational elements of society's 
economic behavior. This is not the place to dwell at greater length 
on the shortcomings of classical economic theory with respect to 

useful to deal with the probleiu posed by the countless rigidities which, of course, 
exist in the real world. As for the Tobin application of the money illusion to 
supply functions other than labor, it seems obvious that the homogeneity postulate 
correctly describes the supply of the fixed plant and equipment. Once the entre- 
preneur is saddled with fixed costs he will operate as long as he can defray variable 
costs. EigMities in the prices of variable factors other than labor are irrelevant, 
since if labor is to be substituted, it will be substituted for plant and equipment, 
not for raw materials or goods in process. 

But suppose we admit, what I do not believe to be true, that the suppliers 
of capital equipment are beset by the money illusion, and if you please, in the 
short run! Even in this situation, can anyone soberly maintain that, say, ten 
millions of unemployed laborers could be brought into emplo 3 rment by accepting 
lower money wages? Anyone maldng such a plea would have to show that the 
elasticity of the demand for labor is sufficiently greater than unity to makfi up 
for the decrease in expenditures on capital equipment in order to maintain the 
level of effective demand. To my knowledge, the discovery of this fact remains 
for the economist of the future. Surely, the burden of proof lies on the shoulders 
of him who makes the plea. 

In any event, in a world of imperfect markets and rigidities in price policies, 
the entrepreneur is more sensitive to changes in effective demand than to changes 
in marginal costs. Even if wages fall, the entrepreneur is not likely to increase 
employment in the short run imless effective demand increases. 

Of course, in a sense, aU unemployment is voluntary. That is, full employ- 
ment could always be achieved by reducing money wages sufficiently to cause a 
reversion to a handicraft society. But such a solution to the problem of mass 
unemployment implies the untenable assumption of a change in tastes involving 
a transference of demand from the highly fabricated goods of the roundabout 
process of production to goods which can be produced by a handicraft society. 
Needless to say, the solution of the problem of unemployment by means of a 
“Molly McGuire” movement on a mass scale would be intolerable. 

As for the Tobin consumption function, it seems to me that more is being 
made out of the money illusion than should be. All that the money illusion 
means when applied to the suppliers of labor is that they associate a higher real 
wage with a higher money wage. In reality, this does not amount to irrational 
behavior, but rather rational behavior; because an individual worker or labor 
union that obtains an increase in money wages will find its real wages have risen 
above what they would have been had the increase in money wages not been 
achieved, at least momentarily. 

It is of interest to note, as Dr. Tobin has done, that, abstracting from 
expectations, consumers' real w^ealth might be increased, possibly leading to 
increased consumption expenditures, by a general deflation of wages and prices. 
(Of. op. cit. p. 584. Also, James Tobin, “The Fallacies of Lord Keynes' General 
Theory: Comment,” this Journal^ November 1948, pp. 763-770, esp. p. 769.) 
This is the Tigou effect,' investigated by Professor Don Patinkin in his recent 
article, “Price Flexibility and Full Employment.” {American Economic Review, 
September 1948, pp. 543-564.) In other words, abstracting from expectations, a 
reduction in prices may have a stimulatory effect via the propensity to consume 
as a consequence of an appreciation in the value of assets held in the form of cash.” 
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modem psycholog3\ It is enough to underscore the superior insight 
evinced by Kemes and revealed so clearly in a comparison of the 
Kejmesian theory- of the supply of labor -with that of the classicists* 

It must be admitted that management and labor alike are hardly 
imconcemed about real wages, though they deal in terms of monetary 
units. This is not to say, on the other hand, that the worker has not 
usuallj^ found his real income rising, at least temporarily, with an 
increase in money wages. Consequently, he is primarily concerned 
with mone\% rather than real, wages. As for the perhaps unnecessarily 
obscure Keynesian definition of unemployment, the Kejmesian worker 
obviously associates a higher real income with a higher money income, 
whether his expectations are fulfilled or not. It is elementary that 
the breadwinner is more conscious of the monetary value of his take- 
home pay than of its real value, subject, as the latter is, to the erratic 
movements of the prices of thousands of commodities.® 

Professor Leontief is doubtless correct in criticizing Keynes’ use 
of the word, ^^involuntary,” when he asks: ‘'Why should any given 
rate of employment or imemployment be called ‘involuntary/ if it is 
determined through conscious preference for higher money wages as 
against larger real income?”® Hovrever, I should parry with the 
question: “Has Professor Leontief, or anyone else, ever seen a worker 
confronted by such a choice?” But on with the Leontief case. 

In order to make The General Theory more palatable, Professor 
Leontief posits a minimum wage law in deference to the Keynesian 
wage rigidity.^ With the minimum wage law, Professor Leontief is 
on familiar ground. All that is necessary now, says our modem 
classicist, is to inflate all prices except wages. However, Professor 
Leontief must dispose of one more obstacle, liquidity preference, 
which, if unexorcized, would render nugatory the classicist’s prescrip- 
tion of inflation. The discussion must turn, therefore, to the second 
basic postulate, which pertains to the demand for money, and which 
I must investigate to some extent before completing my evaluation 
of Professor Leontief ’s treatment of the Keynesian supply of labor. 

Ill 

Professor Leontief is, I believe, correct in assigning liquidity 
preference an important role in the Kejmesian system. I feel, how- 

5. It is true that labor unions are presently paying closer attention to 
changes in price indices than formerly. Whether or not this fact will eliminate 
the downward stickiness in wages remains to be seen. 

6. Cf. footnote 4, p. 559 f. 

7. This he does while at the same time scoring Keynes’ reluctance to 
clothe his wage rigidity in institutional raiment (op. ciL p. 239). A case in 
point is Keynes’ lengthy digression on labor union strategy noted above. 
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ever, that certain aspects of the Leontief interpretation merit further 
reflection. In Professor Leontief ’s eyes, liquidity preference is nothing 
more than the velocity of the circulation of money in new, if less 
fashionable, dress. Before stating my most serious objections to the 
Leontief interpretation of Keynes, I wish to examine his confusion of 
the velocity of the circulation of money with the demand for money.® 
In Keynes, all money is divided between that used to satisfy the 
transactions motive on one hand and the speculative and precaution- 
ary motives on the other hand, Mx and respectively. We have: 

M -ikfi + Afa 
Mx^T{Y) 

M2 = L (r) 

The demand for money for transactions is then a function of income; 
whereas, the demand for money as an asset is a function of the rate 
of interest.® The V of the quantity equation, to the contrary, does 
not provide us with such useful tools of analysis, for it is the velocity 
of circulation of all money in the system. It is in this confusion of 
V with M2 that we shall find the key to the error in the Leontief 
interpretation. 

According to Professor Leontief, ‘^The theory of liquidity 
preference provides the Keynesian system with a deflationary mech- 
anism which defeats, through the process of automatic hoarding, 
every tendency toward inflationary reduction of involuntary unem- 
ployment.’’^ In this statement Professor Leontief betrays his classical 
bias and preoccupation with inflation as a prescription for full 
employment. 

It will serve my purpose to consider the Leontief interpretation 
in two parts, depending on the position of the rate of interest relatively 
to the liquidity preference schedule. Let us first assume the rate of 
interest to be above the level where it becomes insensitive to the 
quantity of M2, i.e., above the point where the interest elasticity of 
the liquidity preference schedule approaches infinity. In this range, 
it is certainly correct, to quote Professor Leontief again, that “The 
theory of liquidity preference provides the Keynesian system with a 
deflationary mechanism which defeats . . . every tendency toward 
inflatiimary reduction of involuntary unemployment.”® True, in 

8. Cf . The New Economics, Chapter XLI,“Keyiies and Traditional Theory,” 
by R. F. Harrod, p. 603. 

9. For a statistical investigation of the shape of the “L” function see 
James Tobin, “Liquidity Preference and Monetary Policy,” Review of Economic 
Statistics, May 1947, pp. 130-1. 

1. The New Economics, p. 238. 

2. Cf. preceding footnote. Italics mine. 
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Keynes we do not reach full employment thi’ough inflation.^ How- 
ever, this is not to say that Keynes denies that the prescription of 
increasing the quantity of money achieves full employment. It is 
only with regard to the mechanism by which an increase in the 
quantity of money affects the price level that Ke^mes parts company 
with the classicists. And here the divergence between the two 
systems is clear! ^ ' 

Let us grant for purposes of the argument the wage rigidity of 
the Leontief inteipretation. The classicist recommends an increase 
in the quantity of money. Then, according to the classicists, people 
will find in their possession a quantity of cash greater than their ac- 
customed holdings. In trying to rid themselves of the excess, they 
will force up the price level, Professor Leontief supply and demand 
curves for labor are raised, and involuntary unemployment is wiped 
out.'* 

It is at this point that my earlier reference to the Keynesian 
treatment of money becomes significant. Starting again with the 
assumption of unemployment and rigid wages, the Keynesian agrees 
to an increase in the quantity of money. But, contrary to the classical 
belief, this expanded money supply will mt result in inflation. Let us 
suppose the central bank expands the quantity of money in circulation 
by purchasing securities on the open market. Former security holders 
find their cash holdings increased above their accustomed level. Do 
they then make haste to the consumers’ market to exchange their 
excess holdings of cash for goods? Of course not!® They try to get 

3. By inflation, I mean a rise in the money prices of commodities. Hence, an 
increase in the quantity of money would not entail inflation unless accompanied 
by an increased demand for commodities, or unless there is full employment and 
the interest rate falls, thereby causing an increase in the rate of investment. 
Abstracting from frictions, such increased investment could take place without 
causing inflation if there were unemployed resources in the economy. 

4b. Op. ciL., p. 236, 

6. Cf . op. dt.. Chapter XI\% p. 170. Professor Haberler apparently shares, to 
some extent at leasl^ professor Leontief ’s views on this subject. Quoting Professor 
Haberler: . . . ^ Ve must assume, it seems to me, that consumption is not only a 
function of income but also of wealth (and liquid wealth in particular).” (Italics 
mine.) 

Strictly, consumption (that is, the absolute magnitude of expenditures on 
consumer goods) is some function of income. We have: 

C « F (Y) 

The shape of the consumption function is in turn determined by a host of other 
variables, which we would normally take as parameters, such as wealth, the tax 
structure, the social security system, expectations regarding the future availability 
of consumer goods, the stock of consumer durables on hand, price expectations, 
govemmept policy (e.g, “E” Bond campaigns), advertising, the status of thrift 
as a social virtue, the extent of national self-sufficiency, the ratio of dividends to 
corporation proflts, the relation between urban and rural population, the extent 
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rid of their excess money assets by bidding against each other and 
the central bank for securities, thereby driving the prices of securities 
up and the interest rate down to a level where they are content to 
hold the increment to the money supply. Investment increases, and 
equilibrium at full em»loyipent is obtained without inflation. 

The point is that in the classical system the holders of the 
increment to the money supply treat this ^crement as income. 
The fallacy in this presumption is clearly revealed in the Keynesian 
analysis. This increment of money is treated as an asset, not in the 
general accounting sense, but as an asset in the Keynesian sense of 
money held to satisfy the speculative or precautionary motives. The 
F of the quantity theory equation, then, do^s not-provide us with a 
microscope of sufficient power to detect the fundamental workings of 
the economy. The superiority^^f the Ke^esian instrument should 
be obvious. ^ 

I shall turn briefly to the situation wherein thfe rate of interest 
is rigid downward, i.q., the case in which the interest elasticity bf the 
liquidity preference schedule approaches infinity, and an increase' in 
the quantity of money has no effect on the rate of interest. This case 
is sometimes referred to as the liquidity trap or two per cent case. It 

of education, expectations as to the future level oS incomes, and perhaps (cf 
Harold Lubbell, “Effects of Redistribution of Income on Consumers' Expendi- 
tures,*’ Amexican Economic Review, March 1947, pp. 157-170) the distribution of 
\ income. All of these factors combine to determine the public’s attitude toward 
saving or consumption at various levels of national income. Professor Haberler 
evidently wishes to include in this list of variables which determine the shape of 
the consumption function, not only wealth, but also some variable reflecting the 
proportion of wealth held in liquid form. He apparently feels that the post-war 
inflationary trend in prices was due in part to holdings of wealth in the form of 
cash and in the quasi-liquid form of government bonds. (Cf. “Causes and Cures 
of Inflation,” by Gottfried Haberler, Review of Economics avd Statistics, February 
1948, pp. 10-14). It seems more plauable to me that the post-war upward shift 
in the consumption function be explained by the dearth of consumer durables 
sustained by the war, plus expectations of further price rises. In other words, 
it does not seem necessary to concede that people have suddenly decided to 
convert their assets into consumer goods in order to explain the upward move- 
ment of the consumption function following in the wake of war. 

Of course, if monetary policy is successful in stimulating new investment, 
incomes and consumption will rise. And if the economy is at or approaching full 
employment, prices will rise. But this price inflation is due, directly, to the 
increment to income flow and only indirectly to the increase in the quantity of 
money. In this event, and particularly if open market operations are accompanied 
by additional income stemming from deficit financing on the part of the govern- 
ment, the marginal propensity to consume may approach unity due to price 
expectations, with a runaway inflation in the offing. It would surely be agreed, 
however, that such a state of affairs would be abnormal, reminiscent, e.g. of the 
catastrophic German monetary experiment following World War I, and need not 
detain us further at this juncture. 
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is evidently this trap which Professor Leontief has in mind when he 
refers to the . deflationary mechanism which defeats, through the 
process of automatic hoarding, every tendency toward inflationary 
reduction of involuntary unemplo3rTnent/’® 

Ti I understand him correctly, Professor Leontief denies the very 
existence of the liquidity trap. Evidently, in his opinion, people hold 
money to buy commodities. If the prices of commodities rise or fall, 
people hold more or less money, respectively, in order to keep the 
purchasing power of their holdings constant. If this be the case, 
liquidity preference cannot vitiate the inflationary process, since 
individuals would be willing to increase their holdings of cadi only 
as the price level rises. In other words, if the quantity of money is 
increased, people will try to rid themselves of the increment of cash. 
In so doing, they will force prices up to a level at which they are 
willing to hold the increment of money. That is, prices will rise to a 
point where the purchasing power of their cash holdings is the same 
as it was before the quantity of money was increased. 

Here again the unsurmountable obstacles which modem classicists 
necessarily encounter when they attempt to reduce Keynes to classical 
stature become apparent. The Leontief delineation of the Keynesian 
system is inaccurate, as be refuses to pay close attention to the 
respective roles which Mi = T (Y) and M2 == L (r) play in the 
Keynesian system. He insists on defining liquidity preference in 
terms of the k of the Cambridge cash balance version of the quantity 
theory.^ In Keynes, of course, the increment of money is not treated 
as income. The investor finds the prices of securities, land, housing, 
et aL, too high. Consequently, he adds to his holdings of cash 
anticipating an eventual upswing in the rate of interest, thereby 
nullifying the effect of an increase in the quantity of money on the 
rate of interest.® Hence, this is one® of the Keynesian cases in which 

6. Cf. note 1, p. 563. Italics mine. It should be pointed out that Keynes 
envisaged this rigidity in the rate of interest as only a remote, but probable 
eventuality. Despite this fact, Professor Leontief apparently devotes his entire 
attention to this case. 

7. Where all If - kY and k is defined as the constant proportion of their 
incomes which individuals hold measured in real terms. 

8. It is tme that in a purely static model the demand for money would be 
proportional to prices. But abstraction from uncertainty is unthinkable. Hence, 
Professor Leontief suggests (op. cit, pp. 238HtO) that Kejmes should have written 
The General Theory in dynamic rather than comparative static form. Certainly, 
it would be exceedingly helpful to have at hand a dynamized, general equilibrium 
model encompassing all important economic relationships. However, the dearth 
of dynamic economics, combined with data showing the relatively large number 
of students in the field of economics, clearly indicate something more than the 
dereliction of economists as the source of the difficulty. 

9. Cf. footnote 6, p. 555 for the Haberler version of other Keynesian cases. 
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fiscal policy must be substituted for monetary policy if equilibrium 
at full employment is to be attained. 

rv 

It has been my purpose to question the Leontief interpretation 
of The General Theory on the following grounds. First, Keynes 
realized that rigid money wages must be taken into account by the 
practicing economist. However, he did not postulate wage rigidity, 
for it is not essential to his theoretical structure. Secondly, full 
employment may be attained through monetary policy which does 
not entail a rise in the prices of commodities. Thirdly, among other 
reasons, we may have an unemployment equilibrium because of the 
nature of the demand for money. Finally, I wish to reiterate that 
we were in equilibrium at less than full employment in the liquidity 
trap case due to a rigidit}^ in the rate of interest, not because of a 
rigidity in wages.^ Obviously, the wage rigidity plays such an impor- 
tant role in the Leontief version of Keynes only because of the former's 
conception of liquidity preference and his denial of the liquidity trap, 

Ira O. Scott, Jr. 

Harvard University 


COMMENT 

Mr. Scott's comments on the Keynesian theory of wages bring 
to my mind the story about the woman who when accused of having 
returned a borrowed crock in damaged condition defended herself by 
claiming that first of all she had not borrowed the crock; secondly, 
the crock was already broken when she borrowed it; and thirdly, that 
it has been returned in perfect condition. After admitting, as Keynes 
did himself in his answer to my earlier reference to that particular 
point, that the “money illusion” plays a prominent part in The 
General Theory of Employment, and conceding that without it the 
very concept of involuntary unemployment becomes meaningless, 
Scott denies that it constitutes an indispensable element of the 
Keynesian argument. His reference to Lawrence Klein's success in 

1. In The Keynesian Revolution^ p .89, Dr. Klein concludes: “In order to show 
that full employment is not automatic in a perfect world subject to the Keynesian 
conditions, it is necessary to assume nothing whatsoever about rigidities in the 
system, but only to make plausible assumptions about the interest-elasticity of 
certain basic relationships.” In the case of the perfectly inelastic marginal effi- 
ciency of capital, no rigidit5’’ is involved. In the liquidity trap case, on the other 
hand, there is a downward rigidity in the rate of interest. 
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‘^relieving^ the Ke3mesian model of any theoretical dependence upon 
the definition of involuntary unemployment” hardly makes my critic's 
position any more consistent. 

Considering the singularly elusive character of many of his 
theoretical formulations and the impressionistic nature of some of 
Keynes’ writing, I feel that simple quotations from The General 
Theory will be of little use in settling the present controversy. Let 
it be noted however that James Tobin, whose article on ‘^Money 
Wage Rates and Employment” is recommended by Scott as a defin- 
itive treatment of the problem, flatly states that “clearly one of 
Keynes’ basic assumptions ... is that ‘money illusion’ occurs in the 
labor supply functions.”^ 

Turning now to his discussion of liquidity preference, I still do 
not see that Scott succeeds in shaking my fundamental contention 
that Keynesian theory represents an ingenious but not very successful 
attempt at treating essentially dynamic problems in static terms. 
He does not contradict my observation that the relationship between 
the quantity of money and the rate of interest is due entirely to the 
operation of the speculative motive. On the contrary, his insistence 
on what I cannot but consider to be nothing more than a t3q)ical 
pedagogical simplification — the conceptual division of all available 
money into two additively combined parts — Mi and M2 — only 
serves to emphasize that particular point. Unfortunately, he does 
not say “yes” or “no” to my contention that under stationary con- 
ditions, (i.e., a situation in which none of the relevant economic 
variables such as the rate of interest, prices, etc., are changing or are 
expected to change over time) nobody would hold any money for 
speculative purposes; that is, that in such a situation M2 would be 
identically zero. But this is the crux of the whole matter. If the 
foregoing observation is correct, then in a truly stationary situation, 
the cornerstone of the Keynesian theoiy of interest — the direct 
relationship between the quantity of money and the rate of interest 
— falls to the ground. (Mi is assumed not to be a function of p.) 

Mr. Scott’s plausible description of the sequence of events which 
would foEow an expansion of the money supply by the central bank 
might be right or wrong; insofar as it refers to an obviously dynamic 
process, it does not and cannot contribute to the clarification of the 
theoretical issues involved in this particular controversy. Had he 
tried to analyze this loosely depicted process in terms of an explicitly 
formulated dynamic model, he would have found that (a) either the 

2. The italics are mine. 

3. The Nm Ectymrmce^ p. 580. 
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original or the final position of his system must prove wt to be a 
truly stationary’' equilibrium position, or (b) the existence of specula- 
tive money holdings, under purely stationary conditions would 
have to be assumed. 

In the two per cent or the “liquidity trap” case, Mr. Scott 
explicitly refers to anticipation of an eventual upswing in the rate of 
interest as the reason why the investors are ready to absorb and 
immobilize any additional supply of money. This clearly is a dynamic 
phenomenon. Under conditions of truly stationary equilibrium, 
characterized by constancy over time of the magnitudes of all rele- 
vant variables including the two per cent rate of interest, there 
would be no reason to expect its “eventual upswing” and to hold on 
to additional cash for speculative purposes. To justify the existence 
of a liquidity trap as a long run stationary phenomenon, one would 
have to give up any reference to expected changes and fall back, as 
in the case of the labor supply, on some kind of a money illusion, i.e., 
a demand for money assumed to be independent of its purchasing 
power. This is essentially the position explicitly taken by Don 
Patinkin in the article quoted by Scott.^ 

Wassily Leontief. 

Harvard University 


FURTHER COMMENT 

In note 6, p. 555, Mr. Scott tries to refute my contention that 
the existence of underemployment equilibrium depends on the assump- 
tion of rigid wages and that underemployment equilibrium is impos- 
sible, if there is competition among wage earners. My reason was 
that competition would drive down money wages and prices so long 
as there is involuntary unemplo 3 nnent — a situation incompatible 
with an equilibrium position. It should be noted that real wages 
need not go dovm. In fact within the simplified frame of the Keynes- 
ian system where prices are supposed to fall parallel with wages, 
real wages would not fall at all. Mr. Scott holds that if the liquidity 
trap prevents a fall in the rate of interest or if the elasticity of demand 
for capital with respect to the rate of interest is zero, “the imemployed 
would not, theoretically at least, continue to offer themselves at 
lower money wage-rates” and “the economist would no longer be 

4. Passing from the defense of the Keynesian position to a counterattack, 
Patinkin presents in a later article, “The Indeterminacy of Absolute Prices in 
Classical Economic Theory,” {Econometrica, XVII, No. 1, January 1949) what 
he considers to be a proof of internal inconsistency of the classical position. I am 
dealing with his arguments in a note in the Januarj^ 1950 issue of Ecmometrica. 
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justified in advising the labor unions to accept lower money wages.” 
(By the way, who are the economists who advise unions to accept 
lower money wages? It is surely not those economists to whose 
advice unions are at all likely to listen.) 

Taken literally, Mr. Scott’s argument moves in a curious kind 
of circle: Economists would not be justified in recommending wage 
reductions and the unemployed would not be willing to work at lower 
wages, because there ‘‘would be nothing further to be gained from a 
reduction in money wages,” meaning obviously that employment 
would not increase. In other words, my theory is wrong, because 
economists and the unemployed have convinced themselves that it is 
wrong and prevent it from being tested by keeping wages rigid! 

It is hardly necessary to sa,y that this kind of argument does not 
prove anything. It does not even come to grips with the issues 
involved. But let me point out the obvious fact that if the unemployed 
“do not offer themselves at lower money wage-rates,” they are either 
not involuntarily unemployed or there is no competition in the labor 
market. 

That Keynes’ theory of underemployment equilibrium depends 
on the assumption of rigid wages should by novr be clear to everybody. 
I feel embarrassed by saying the same things over and over again, 
but since again and again there appear articles which overlook or 
ignore the most obvious considerations, I feel constrained to repeat 
a few things which I have said already in the first edition of my 
Prosperity and Bepremon^ and repeated m later editions and else- 
where.® 

The proposition that there can be any amount of unemployment 
with rigid wages is entirely compatible with classical and neoclassical 
economics. On the other hand, if there is competition in the labor 
market and elsewhere’' and if, hence, wages and prices fall continu- 
ously or at least spasmodically so long as there is involunatry un- 
employment, the real value of the quantity of money increases without 
limit and, assuming that the liquidity preference curve is perfectly 
elastic or the marginal efiSciency entirely inelastic, it is clear that 
somethmg in the Keynesian system has to give way, for instance, the 

5. Chapter X, §9 (in later editions. Chapter XI, §9). 

6. Op. cU., Chapter I, §5, and Chapter XIII, §6, and the essay quoted by 
Mr. Scott. 

7. There is no space here to explain in detail that it is not necessary that 
there should be perfect competition. Some flexibility of wages which is quite com- 
patible with considerable deviations from perfect competition would be sufl&cient 
for the argument. 
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propensity to consume. What Don Patinkin® somewhat pompously 
enunciates as ‘‘the Pigou effect/’ viz. the proposition that the con- 
sumption function will shift upward, if the real value of liquid assets 
(or assets in general) reaches a certain level, is just common sense 
which must have been in the minds of many writers. At any rate, 
when I stated it in the first edition of my Prosperity and Depression^ 
I thought that I expressed an obvious fact. Furthermore, it is only 
one possibility. For example, exactly the same argument that holds 
for the propensity to consume applies also to the marginal efficiency 
of capital. 

It is true, of .course, that aU this is not the whole story and that 
it does not settle all problems of policy. Dynamic repercussions upon 
the marginal efficiency of capital, changes in the income distribution 
due to the increased real value of money debts and similar frictions 
are vastly more important than the mechanics of the static Kejmesian 
system. Surely Keynes would have been the first to acknowledge 
that. It is high time that Keynesians recognize the inability of the 
Keynesian system to cope with the problem of wage and price flex- 
ibility so that the discussion can be moved out of the dead-end track 
on which it has been shunted by those writers who take as the last 
word the static Keynesian system which its author, if he had lived 
longer and Md not been preoccupied with other matters, would have 
abandoned long ago as an untenable intermediate station. 

Gottfried Haberlbr. 

Harvard Univeesity 

8. “Price Flexibility and Full Employment,” American Economic Reoiew, 
September 1949, passim. » 



RESOURCE MALALLOCiVTION WITHIN FIRMS 


The literature of welfare economics is replete ^ith instances of 
disparities between social and private product. The monopoly 
problem, as traditionally conceived, was a special instance of such 
a discrepancy, it being held that monopolies invested too few resources 
in production as compared with films producing for purely competitive 
markets. The advent of the theory of monopolistic competition, with 
its systematic introduction of such additional variables as selling 
effort and product quality, has suggested the possibility that resources 
may be malallocated, not only among firms, but within firms. For 
example, a firm may invest too much or too little of the economy’s 
resources in product quality, relative to its investment in output; 
thus too much quality and too little output, or vice versa, will result.^ 

For the sake of analysis, let us imagine a single firm, producing 
and selling a branded product for which there are no perfect sub- 
stitutes. The management of this ^'monopolistic competitor” is 
concerned with determining the quality and output of the product 
which will maximize static profits.^ We shall suppose that quality 
and output are each single and unequivocal dimensions. Advertising, 
selling expense, and all manifestations of promotion are disregarded 
in the sense that they are impounded in ceteris paribus. The firm 
charges a price, uniform to all buyers, which just sells the current 
output.® Under these assumed circumstances, the management 
should strive to keep the ratio of marginal revenue to marginal cost 
on account of output (ARo/ACo) equal to the ratio of marginal 
revenue to marginal cost on account of quality (ARq/AC^, and 
both equal to unity 

1. These ideas, together with much of what follows, were originally developed 
by the author in 1942 while writing a doctoral dissertation under the supervision 
of Professor Chamberlin; subsequently, the press of events has postponed their 
restatement in article form. Some of the other writers who have considered this 
same subject include: R. M. Shone, “Selling Costs,” Review of Economic Studies 
(2), June 1935; H. Smith, “Advertising Costs and Equilibrium,” Review of Eco- 
nomic Studies (2), October 1934; R. F, Kahn, “Some Notes on Ideal Output,” 
Economic Journal, March 1935; and, of course, E. H. Chamberlin in The Theory ’ 
of Monopolistic Competition. 

2. The following discussion is timeless in that the slow acquisition of 
good win or ill will, the possibility of changing tastes, incomes, and degrees of 
competition, or the fact that maximum profits over time may require temporary 
price restraint, etc., are all ignored. 

3. The rather simple model employed here is veiy similar to the one used in 
“Profit Maximization under Monopolistic Competition,” American Economic 
Review, June 1941. 

4. SymboIicallj% total revenue (R) is a function of output (0) and quality (Q) 
and of nothing else; total cost (C) is similarly determined exclusively by the 
management’s decisions regarding 0 and Q. 
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If the writer were a better draftsman, it might be possible to 
develop the argument more readily with the aid of a three dimensional 
figure, the horizontal axis representing output, the axis in depth 
standing for quality, and the vertical axis depicting total revenue 
and total use value.® A more pedestrian procedure is to dispense 
with the axis in depth, representing product quality, and instead to 
employ the dollar versus output diagi-am used here; then, when we 
alter the product quality, the V and E schedules will shift up and 
down in our figure.® It will be demonstrated first, that AUo/^Eo> 1 

(which is quite familiar); second, that AUjAR^^ 1 (which is not 


so weU understood); and third, that, apart from coincidences, man- 
agerial policies will hence cause (which is most disturb- 

ACo^AC^ 

ing from the viewpoint of welfare economics).^ 

(1) The relation between Alio o>nd ARq. Let us suppose that the 
firm^s management decides to invest extra resources in expanding the 
rate of output from Oi to O 2 . The quality of the product is such as 
to give the total use value schedule Ui in the figure. The schedule 
El shows the total revenue obtained from the sale of different outputs, 
at nondiscriminatory prices, when the original quality, upon which 
Ui is based, is maintained. The total revenue obtained from sales 
was DOi before the increase in output® and EO 2 after it.® In this 
particular case the diagram has been drawn so that ARo, which is 
EO%—DOi, is zero. However Al7o, as shown by the rise in J7i 
between A at output 0i and B at output O 2 , is BC, So long as it is 


5. If the product in question were a consumer good, the total use value would 
correspond to the money value of the total utility obtained by the buyers. The 
difference between total use value (17) and R is consumers' surplus. The value 
of U is, of course, a function of 0 and Q and is also expressed in monetary units; 
it corresponds to the total revenue which might be obtained if a ^ven output 
were sold, unit by unit, by a perfectly discriminating monopolist. 

6. Just as a demand schedule shifts when buyers' incomes change. 

7. Welfare economists could rest more comfortably if there were reasons for 

' ATI 

supposing that free enterprise usually resulted in an equality between and 

ACo 

at profit maximizing equilibrium. (See p. 575 below.) 

ACq 

8. Because OD (the slope of which represents the selling price) is constructed 
parallel to HA, the tangent to Ui at A (the slope of which represents the marginal 
use value). The rate at which buyers purchase is such that their mar^nal use 
value is equal to the firm's selling price. The quantity so determined, multiplied 
by the price, is total revenue (72). Geometrically, at each and every vertical 
section, the slope of Ui must equal that of a line drawn to jRi from the origin. 

9. Because OB is constructed parallel to the slope of the tangent to Ui at B. 
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true that use value rises less than proportionately with increases in 
physical quantity, which is generally considered axiomatic in eco- 
nomic theory, AUo>ARo^ and there is a buyers’ surplus. 



(2) The relation between AUq and AJ?g. Let us suppose that, 
instead of increasing output, the firm now produces a new and im- 
proved quality of product. A new total use value schedule, against 
output, is now needed, and this is U 2 - The increase in the total use 
value at Oi quantity, due to the improved quality, is represented 
hy FA. 

By drawing through 0 a line OG, parallel to the tangent to U 2 
at F, we obtain the increment to revenue, GD. In the figure, the 
curve U 2 has been drawn so that the slopes of Ui and Uz at A and F 
respectively make a common intercept on the vertical, or dollar, axis 
at S; hence GD = FA, or in other words AUq = ABq. However, 
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this is evidently a special case, since Us may in general have various 
slopes at Fj with the result that the tangents at F and A may have 
dissimilar intercepts on the dollar axis, even though the value of AUq 

remains FA; thus, in general, QD FA, or in other words, 

AUq ^ ARq. 

(3) The socially sig7iificant relation between AUo/ACo and 
AUq/ACq, It is a commonplace theorem that profit maximization 
requires an equating of marginal revenue and marginal cost in the 
various dimensions. In the present case we can specifically suppose 
that management will see to it that ARo equals ACo, that AUc>ARo 
because of the tendency for the marginal utility of a good to decline, 

and hence that AUo > ACq, However, AUq “ ACg, because, while 

management will equate ARq to ACq, AUq ARq. Hence it mil 

only be by sheer accident that AUo/ACo = AUq/ACq. Thus, in the 
abstract, one can expect a malallocation of resources, from the social 
viewpoint, within this firm. 

The basic explanation of this tendency for resources to be 
misdirected within the firm is that the consumer can usually decide 
the quantity he wishes to purchase whereas the quality is already 
determined by the firm. 

This statement is naturally subject to many reservations. The 
consumer often finds that his quantity adjustment is also far from 
being a continuous affair; for example, when buying automobiles, 
which in terms of his budget are “sizeable’’ items. Also the consumer 
may be able to select from a number of competing brands having 
different quality characteristics. 

However, it is still true that the quality adjustment of the 
consumer, accomplished by selecting one of several rival brands, will 
often be more discontinuous than his quantity adjustment. One of 
the essential ideas of the theory of monopolistic competition is that 
differentiated products are imperfect substitutes. When the “closest” 
substitute is “far away,” and altogether too imperfect, the consumer 
will not seek, through buying other brands, to escape the quality 
determination of the firm from which he bu 3 rs. When monopoly 
elements are strong, and substitutes are far removed, there is a graver 
danger that profit maximizing may occasion too little or too much 
quality, relative to the firm's investment of resources in output.^ 

1. Incidentally, product quality may hot be a continuous variable for the 
manufacturer either, but be a discreet possibility instead; then there is no third 



576 


QUARTERLY JOURNAL OF ECONOMICS 


It does not follow, however, that economic welfare would be 
advanced if a wider choice of quality were available. Such a result 
might lessen intra-firm misdirection of resources of the kind con- 
sidered here, but the economic cost of providing such a wide choice 
of qualities, (especially as there are so often increasing returns to 
scale in manufacturing) might render this “solution” undesirable.^ 
One must also distinguish between the number of choices (which 
may be optimum) and what free enterprise decides they shall be 
(which may not be optimum.)® 

The preceding analysis has supposed that AU, Ai?, and AC, 
whether relating to output or quality, are always ascertainable. We 
know that management in practice often fails to maximize profits 
because these marginal values cannot be estimated accurately. A 
government agency which tried to equate ratios of marginal use 
value to marginal cost would have the same trouble. The practical 
significance of the fact that management supposedly has one goal 
(i.e., ARjACo = ARJaC^ whfie government might have another 
goal (i.e., AUo/ACo = AUq/AC^ is lessened to the extent that both 
management and government are more likely to miss than hit their 
targets. 

Notwithstanding these reservations, there are theoretical grounds 
for supposing that managerial attempts to maximize profits may lead 
to a malallocation of resources within the firm. Except hy chance, 
too many or too few resources may be devoted to quality, to pro- 
motion, or to output. Here is another instance of divergence between 
private and social product to be added to the long list of doubts and 
qualifications relating to untrammeled laissez faire. 

Stephen Enkb. 

Univeksitt op Caufoukia, Los Angeles 

and invisible axis in depth, and a two dimensional diagram such as the figure 
emphasized here is alone permissible. 

2. Cf. E. H. Chamberlin’s discussion of a ‘‘sort of ideal” compromise between 
the benefits of quality choice and the cost of providing it in terms of reduced 
output efficiency (op, cit, p. 94), 

3. Some of the ideas developed by A. P. Lemer and H. W. Singer (“Some 
Notes on Duopoly and Spatial Competition,” Journal of Political Economy, XLV, 
17fi-182) are applicable by analogy to this problem. 



PSYCHOLOGICAL PRODUCTION AND CONSERVATION 
I. Psychological Peodxjction 

In the study of economic processes, students of the subject have 
concentrated most heavily upon increasing the total economic value 
of scarce goods through production, defining the latter as changing 
the form, place, ownership, and time of use of a good. It seems to 
me that viewing production in this limited sense places an unnecessary 
restriction upon economic investigation. The viewpoint taken here 
is that economics should concern itself with the study of all factors 
which influence the total economic value of scarce goods, and the 
psychological factor is one of these which is often overlooked. Con- 
sequently, those processes which are designed to control a person's 
desire for goods and, therefore, their total economic value must be 
viewed as productive or desWctive. 

We might expand our concept of production by saying that any 
activity is productive which increases a person's desire for a good that 
he owns, or which be is about to own, through a change in his tastes. 
Contrariwise, an activity which decreases his desire for such a good 
would be a destructive activity. Very few economists have regarded 
this type of production to be within the realm of economics. The 
basic utility of a good because of one's subjective value is often 
relegated to the disciplines of moral philosophy and psychology. 
However, the matter is of such importance in economics that it 
cannot be dismissed so readily from the discipline. An objective 
methodology in economic investigation would permit of no preference 
in considering the means w^hereby total economic value or satisfaction 
may be increased or decreased. It is as important to determine the 
influence of changes in the quantity and quality of desires on the 
total economic satisfaction derived from goods as it is to determine 
the influence of the traditional changes in form, place, ownership, 
and tune of use of goods. Not to do so makes the economist guilty 
of arbitrariness and subjectivism, and diminishes correspondingly 
the scientific character of economics. 

Traditional preoccupation with market price has focused attention 
upon man’s desires as they contribute to the strength of ‘^demand.” 
In the study of exchange, “desire" is viewed statically and primarily 
wdth respect to its influence upon the pricing of goods which are in 
the process of sale.^ However, it actually is after goods have been 

1 . As the psychological force underlying man's productive activities, desire has 
been viewed as both static and dynamic. It is with respect to acquired goods 
that dynamic desires have been largely ignored. 

577 
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purchased that they are put to the economic test, and only then will 
it be discovered how much satisfaction they will give. It is at this 
latter time that “desire” plays its most fundamental role, a role which 
has for the most part been slighted. The satisfaction derived from 
accumulated wealth deserves as much attention as the prospect of 
satisfaction to be derived from future production, sales, and purchases. 
A mathematical formula for total subjective economic satisfaction 

or value might be stated as follows: S = ~ — 4 

Gd Qd I 

The symbols in the equation have the following meanings: i 

S = total personal economic satisfaction 
Ga — the aggregate of scarce goods acquired 
Qo — a quality index of the scarce goods acquired 
A = the degree of appreciation which a person holds for the 
quantities and qualities of goods acquired 
Gd = the aggregate of scarce goods desired, including those 
abeady acquired as well as those not yet acquired 
Qd = a quality index of the scarce goods desired 
I = the intensity vith which the quantities and qualities of 
the scarce goods are desired 

The “law” which the foregoing equation represents may be 
stated as follows: A person’s total economic satisfaction varies directly 
with the quantity and quality of the scarce goods which he acquires, and 
directly with the degree of appreciation which he has for them; it varies 
inversely with the quantity and quality of the goods he desires, and 
inversely with the intensity of those desires. 

Undoubtedly the above equation presents many difficulties, 
perhaps insuperable, if one would attempt to assign quantitative 
values to the various factors in an effort to arrive at some kind of 
numerical value for S. These difficulties are unavoidable inasmuch 
as Qa and Qd involve the qualities of goods, which are certainly 
difficult to rate. It is particularly with respect to A and I that 
measurement is perhaps impossible in ^dew of the fully subjective 
nature of these factors. Nevertheless, despite the difficulties which 
might make it impossible to arrive at significant mathematical 
measures of jS, the algebraic equation is useful because it is a concise 
way of sh jwing the relationships which exist between the various 
factors that influence total personal satisfaction and the relationships 
of these factors to total personal satisfaction itself.® 

2. Similar difficulties, though not so great, attend the mathematical applica- 
tion of the equation of exchange. The latter is primarily useful in expressing 
in mathematical form the relationship between factors affecting price levels. 
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Economic satisfaction is a state of psychic equilibrium or repose 
between a person’s desires for economic goods and the gratification 
which he receives from the goods he acquires or has acquired. In 
terms of the above equation, this psychic equilibrium for a given 
person might be thought of as involving a balance between the various 
elements, such that jS = 1. However, for the vast majority of 
persons we find that individual economic desires exceed considerably 
the gratification received from acquiring goods or from those already 
acquired. Thus, symbolically, > GaQaA. for the average 

person. It follows then that for most persons S < 1. 

Emotional balance with respect to economic desires and their 
gratification may be achieved in one or more of six basic ways: 

1. Acquiring more goods. 

2. Acqui^iag goods of a higher quality. 

3. Developing a greater appreciation for goods already acquired 
and being acquired. 

4. Developing a desire for fewer goods. 

5. Developing a desire for goods of lesser quality. 

6. Developing a less intensh^e desire for the quantities or qualities 
of goods that a person does not have. 

Points 4 and 5 actually embody point 6 carried to the ultimate degree. 
Thus, when the intensity of a person’s desire for a given quantity 
and quality is reduced to zero, he no longer desires that particular 
quantity and quality of a good. 

In this note, I should like to call attention particularly to points 

3, 4, 5, and 6, which indicate the dynamic role which “desire” itself 
plays in arriving at economic satisfaction. The object of economic 
activity is neither always nor solely that of acquiring goods (points 
1 and 2) to meet given desires. Desires themselves are active deter- 
minants of total personal economic satisfaction. Consequently, it is 
very much within the province of economics to investigate social 
actions with the purpose of determining the extent to which they are 
economic. The more that social actions are in accord with points 3, 

4, 5, and 6 (as well as points 1 and 2) the more economical they are 
insofar as they would increase p^ersonal economic satisfaction. 

The basic economic law mentioned above points out that if we 
assume a given number of scarce goods to remain constant the satis- 
faction which the user receives varies inversely with the quantitative 
and qualitative standards of his desires. Controlling desires for the 
purpose of attaining economic satisfaction involves four out of six 
possible methods, and it is probably true that they are as important 
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in meeting the economic problem for the average person as is the 
method of acquiring scarce goods. A good becomes more useful, or 
its utility is increased, if a person ieams to appreciate it more than 
formerly. Moreover, a person’s economic dissatisfaction is reduced 
if he decreases his desires to a point where they involve a quantity 
and quality of goods that he can actually acquire. This t3?pe of 
control may be both the cause and effect of greater appreciation of 
the goods he has already acquired. Controlling desires in such a way 
as to promote greater economic satisfaction by increasing the eco- 
nomic value of certain goods may be termed psychological production. 

In view of the foregoing, it would be indefensible arbitrariness 
to think that the purpose of economic activity is merely the produc- 
tion of more and more goods regardless of whether man’s satisfactions 
are increased thereby. The assumption that overcoming scarcity 
invariably leads to economic satisfaction or that it is the only effective 
approach to economic satisfaction is untenable. It may well be 
doubted whether the total economic satisfaction which a person of 
high income receives from his wealth is necessarily greater than that 
which a person of moderate income derives from his. Indeed, of the 
two, the person of moderate income may receive even greater eco- 
nomic satisfaction (psychic equilibrium) if his wealth very nearly 
equals the standards which make up his desires. On the other hand, 
the person of high income may have desires for economic goods which 
have far outgrown his greater income. Overcoming the scarcity of 
goods alone does not insure the attainment of a solution to the eco- 
nomic problem. It is equally important that the quantitative and 
qualitative level of a person’s desires be not too far above his actual 
ability to acquire scarce goods. This is often the more realistic 
approach for the average person in achieving economic satisfaction. 

An interesting relationship exists between Ga and A by virtue 
of the operation of the law of diminishing marginal utility. Thus, as 
the wealthy person amasses a larger and larger quantity of economic 
goods, each additional unit yields a decreasing amount of satisfaction. 
Should this amassing continue, marginal utility might evidently 
become zero or even negative. But it is not necessary to go that 
far before a person realizes that the possession of many economic 
goods requires care and often produces anxiety. The maintenance 
and use of two automobiles demand more distracting attention than 
is demanded by one. A larger house and grounds bring forth more 
problems than a small house on an average sized lot. A larger staff 
of servants increases the burden of household management. The 
same holds true with the amount of entertaining of guests and the 
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elaborateness of such entertainment. It is also a commonplace that 
persons possessing many valuables have more to fear from theft and 
robbery than persons with few, and that they may often fear for 
their lives and those of their families because of their wealth. Such 
considerations, by diminishing A, would increase the possibility that 
very wealthy persons might possess less psychic equilibrium and thus 
less economic satisfaction than the i)erson of moderate means. 

While the importance of controlling desires in gaining economic 
satisfaction must be recognized, it does not follow, as some might 
facetiously rejoin, that we might as well forget about acquiring more 
goods and concentrate upon a determined and thorough curtailment 
of all or most of our desires for scarce goods. > That would be as one- 
sided an approach as for a person to acquire excessive varieties and 
quantities of goods without coming closer to his ever-expanding 
desires. Economic satisfaction can most easily be attained when 
there is some compromise between acquiring more and better goods 
(especially the e^entials for health, comfort, and decency) and 
scaling down unreasonable desires. Since it is difficult and sometimes 
impossible to reduce desires to the point of sacrificing essentials, it is 
agreed that production in its traditional sense must be increased to 
meet these needs. 

II. PSYCHOLOGICAI, CONSERVATION 

It would seem, then, that it is uneconomic, i.e., produces less 
satisfaction, to increase either the quantitative or qualitative levels 
of a person’s desires, especially those which cannot be fulfilled. To 
niustrate, we may consider the case of a person who gets a great 
measure of satisfaction from his automobile which has an eighty 
horsepower motor and a top speed of eighty miles per hour. A new 
model is put out by the same company, a car which boasts one 
hundred horsepower and a maximum speed of ninety miles per hour. 
The car owner is exposed these features of the new model with the 
result that he becomes dissatisfied with his own model although it 
continues to perform as well as formerly. This is a clear example of 
how raising a person’s standard of quality causes him to derive less 
satisfaction from a good. If the car owner has sufficient purchasing 
power and buys the new model, the lost satisfaction will be restored.® 
However, should he not have sufficient purchasing power to buy the 
new model, his lost satisfaction will continue unless he can bring his 

3. If lie actually wanted to go faster than eighty miles per hour he might even 
exceed his former satisfaction. However, many “improvements’' in goods may 
not be as important as the one in this illustration. 
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desires down to their former level. This will be difficult, perhaps 
impossible, for him to do. 

In view of the foregoing, the expansion of wants in all its aspects 
cannot be accepted as economically productive and leading to greater 
satisfaction. Since the variety of human wants are infinitely expan- 
sible, economic satisfaction might be forever beyond the horizon no 
matter how rapidly physical production proceeded. Expanding the 
intensity of human wants is productive only if the goods are already 
acquired or about to be acquired. The latest fashions for women’s 
clothing is a repeating example of the uneconomic creation of desires 
which will cause the present still serviceable wardrobes to give less 
satisfaction. Those women who cannot afford to replace their ward- 
robes cannot regain the economic satisfaction which they formerly 
had. The changing of desires so as to destroy the satisfying qualities 
of serviceable goods must be considered uneconomic activity. There- 
fore, when sellers cause the owners of goods to be dissatisfied with 
what they already have without presenting an economic good of any 
significant improvement, such action is obviously uneconomic.^ This 
is particularly true if the dissatisfied owners do not have the purchas- 
ing power to acquire the new good. We are yet within the scope of 
economics for *we are relating desires to scarce goods in order to see 
how these functions satisfy man. We are, however, recognizing 
human desires as a dynamic force which themselves can produce 
more or less satisfaction. 

Psj^chological conservation may be defined as those activities 
which wdll preserve a person’s economic satisfaction by maintaining 
the appreciation which he derives from the goods he has already 
acquired,® Thus, the usefulness of an acquired good can be prolonged 
by preventing psychological obsolescence. In the above illustrations 
of automobiles and clothing fashions, dissatisfaction with the goods 
that a person already has is coupled with and intensified by the 
creation of desires for slightly different products. Inasmuch as 
causing such a change in desires is uneconomic and at the same time 
exactly opposed to conservation, we might view those actions which 
maintain one’s desires or appreciation for his wealth as actions of 
conservation which are also economic. However, such actions should 
not be classed as productive, because the usefulness of goods is only 
being maintained and not increased. I might emphasize here, never- 

4. Such action by sellers is uneconomic for the additional and traditional 
reason that it diverts resources which may be used for want satisfying purposes. 

5. Another way of defining psychological conservation is that it consists of 
those actions which preserve the subjective value which a person places upon his 
stock of goods. 
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theless, that psychological production and conservation are both 
economic in that they are so directed as to cause a person’s total 
economic satisfaction to be as large as possible. Social actions are 
psychologically productive if they influence desire^ so that economic 
satisfaction is increased, and social actions involve psychological 
conservation if they keep desires for acquired goods xmchanged so 
that economic satisfaction derived from the goods will not decline. 

Arthur Peter Becker. 
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